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CANADA'S INFLATION-CONTROL STRATEGY* 


Inflation control and the economy 


e Inflation control is not an end in itself; it is the means whereby monetary policy contributes to 
solid economic performance. 


e Low, stable and predictable inflation allows the economy to function more effectively. This 
contributes to better economic growth over time and works to moderate cyclical fluctuations in 
output and employment. 


The monetary policy instrument 


e Announcements regarding the Bank’s policy instrument—the target overnight interest rate—take 
place, under normal circumstances, on eight pre-specified dates during the year. 


¢ In setting a target for the overnight rate, the Bank of Canada influences short-term interest rates 
to achieve a rate of monetary expansion consistent with the inflation-control target. The trans- 
mission mechanism is complex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


e In February 1991, the federal government and the Bank of Canada jointly agreed on a series of 
targets for reducing total CPI inflation to the midpoint of a range of 1 to 3 per cent by the end of 
1995. The inflation target has been extended a number of times. In November 2006, the agree- 
ment was renewed for a period of five years to the end of 2011. Under this agreement, the Bank 
will continue to conduct monetary policy aimed at keeping total CPI inflation at 2 per cent, with a 
control range of 1 to 3 per cent around the target. 


Monitoring inflation 


e In the short run, a good deal of movement in the CPI is caused by transitory fluctuations in the 
prices of such volatile components as fruit and gasoline, as well as by changes in indirect taxes. 
For this reason, the Bank uses a core measure of CPI inflation as an indicator of the underlying 
trend in inflation. This core measure excludes eight of the most volatile components of the CPI 
and adjusts the remaining components to remove the effect of changes in indirect taxes. 


* See “Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of the 
Inflation-Control Target” and background information. Reprinted in the Bank of Canada Review (Winter 
2006-2007): 45-59. 
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We must improve our competitiveness. Recovery 
after a recession demands that capital and labour be 
reallocated. The surge in business investment that 
began this past Summer can only be the start. 


—Mark Carney 


Governor, Bank of Canada 
13 December 2010 
Toronto, Ontario 
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Overview 


The global economic recovery is proceeding at a somewhat faster pace than 
the Bank had anticipated, although risks remain elevated. Private domestic 
demand in the United States has picked up and will be reinforced by recently 
announced monetary and fiscal stimulus. European growth has also been 
slightly stronger than anticipated. Ongoing challenges associated with sover- 
eign and bank balance sheets will limit the pace of the European recovery 
and are a significant source of uncertainty to the global outlook. In response 
to overheating, some emerging markets have begun to implement more 
restrictive policy measures. Their effectiveness will influence the path of 
commodity prices, which have increased significantly since the October 
Monetary Policy Report, largely reflecting stronger global growth. 


The recovery in Canada is proceeding broadly as anticipated, with a period 
of more modest growth and the beginning of the expected rebalancing of 
demand. The contribution of government spending is expected to wind down 
this year, consistent with announced fiscal plans. Stretched household bal- 
ance sheets are expected to restrain the pace of consumption growth and 
residential investment. In contrast, business investment will likely continue to 
rebound strongly, owing to stimulative financial conditions and competitive 
imperatives. Net exports are projected to contribute more to growth going 
forward, supported by stronger U.S. activity and global demand for com- 
modities. However, the cumulative effects of the persistent strength in the 
Canadian dollar and Canada’s poor relative productivity performance are 
restraining this recovery in net exports and contributing to a widening of 
Canada’s current account deficit to a 20-year high. 


Overall, the Bank projects the economy will expand by 2.4 per cent in 2011 
and 2.8 per cent in 2012—a slightly firmer profile than had been anticipated in 
October. With a little more excess supply in the near term, the Bank continues 
to expect that the economy will return to full capacity by the end of 2012. 


Underlying pressures affecting prices remain subdued, reflecting the con- 
siderable slack in the Canadian economy. Core inflation is projected to edge 
gradually up to 2 per cent by the end of 2012, as excess supply in the 
economy is slowly absorbed. Inflation expectations remain well anchored. 
Total CPI inflation is being boosted temporarily by the effects of provincial 
indirect taxes, but is expected to converge to the 2 per cent target by the end 
of 2012. 


Despite improvements in the outlook for the global and Canadian economies, 
risks to inflation remain elevated. There are two main upside risks to inflation, 
relating to higher commodity prices and the possibility of greater-than-projected 
momentum in the Canadian household sector. 


This report includes data received up to 14 January 2011. 
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There are two main downside risks to inflation, relating to Canadian competi- 
tiveness and the possibility of weaker-than-projected household expenditures 
in Canada. 


In addition, challenges in Europe continue to be a significant source of uncer- 
tainty for the global outlook. A comprehensive solution to the sovereign debt 
and financial stability issues in a number of countries will be required. 


The Bank judges that the risks to the inflation outlook are roughly balanced 
over the projection horizon. 


Reflecting all of these factors, on 18 January 2011 the Bank decided to maintain 
the target for the overnight rate at 1 per cent. The Bank Rate is correspondingly 
1 1/4 per cent, and the deposit rate is 3/4 per cent. This leaves considerable 
monetary stimulus in place, consistent with achieving the 2 per cent inflation 
target in an environment of significant excess supply in Canada. Any further 
reduction in monetary policy stimulus would need to be carefully considered. 
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The Global Economy 


The global economic recovery is proceeding at a somewhat faster pace 
than anticipated in the October Monetary Policy Report. |In the United States, 
private demand has picked up and will be reinforced by recently announced 
monetary and fiscal stimulus. Momentum in the emerging-market economies 
has been buoyed by solid increases in consumption and investment, as well 
as continuing strength in exports. Economic activity in the euro area has 
also been slightly stronger than expected. 


Nonetheless, the global recovery continues to be affected by a number of 
significant challenges. The broad forces of household, bank and sovereign 
deleveraging will continue to restrain growth in many advanced economies. 
Ongoing balance-sheet repair and a weak labour market will dampen the 
recovery in U.S. household expenditures, while in some European countries, 
more aggressive fiscal consolidation and renewed concerns about bank 
balance sheets and the sustainability of public finances are also expected 
to constrain growth. In contrast, many emerging-market economies are 
contending with excess demand and rising inflationary pressures. Their 
efforts to contain these pressures are being complicated in some cases by 
a lack of exchange rate flexibility. 


Recent Developments 


Global economic growth continued at a steady pace during the second half 
of 2010 and has been somewhat stronger than expected at the time of the 
October Report. In the United States, despite weak labour market conditions, 
economic activity has gained some momentum, supported by a recovery in 
consumer and investment spending. Growth in Europe has also held up, in 
spite of heightened concerns about sovereign debt in several peripheral 
countries. Growth in Japan, in contrast, slowed sharply toward the end of 
2010, following the unwinding of some fiscal support. The pace of economic 
activity in emerging-market economies also began to ease from high rates 
toward the end of 2010, reflecting the gradual withdrawal of fiscal and monetary 
stimulus. Nevertheless, these economies have accounted for the majority of 
global growth (Chart 1). 


Owing to significant excess capacity, policy interest rates in the major 
advanced economies remain at or near historic lows (Chart 2), and under- 
lying inflation pressures are subdued (Chart 3). In the United States, core 
consumer price inflation has reached record lows since the October Report. 
In contrast, inflation pressures in many emerging-market countries are 
rising in response to excess demand. 


The global economic recovery is 
proceeding at a somewhat faster pace. 


In the United States, despite weak 
labour market conditions, economic 
activity has gained some momentum. 
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Chart 1: Emerging-market economies continue to drive global economic growth 
Contribution to global GDP growth, annual data 


2007 2008 2009 2010 


—@® World §§88 Advanced economies iil) Emerging-market economies 


Note: Growth rates for 2010 are International Monetary Fund estimates. 
Source: International Monetary Fund 


Chart 2: Policy rates remain at historic lows in most advanced economies 
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Note: On 5 October 2010, the Bank of Japan changed the target for its policy rate from 0.1 per cent toa 
range of 0.0 to 0.1 per cent. The Federal Reserve has been maintaining a target range for its policy rate of 
0.0 to 0.25 per cent since 16 December 2008. 

Sources: Bank of Canada, U.S. Federal Reserve, 

European Central Bank and Bank of Japan Last observation: 14 January 2011 


Real GDP in the United States grew at an annual rate of 2.6 per cent in the 
third quarter of 2010 and is estimated to have accelerated to 3.7 per cent in 
the fourth quarter, owing to a pickup in consumer spending and a large, but 
temporary, drop in oil imports. The strength in consumption in the fourth 
quarter was led by a surge in spending on durable goods, particularly on 
motor vehicles. Although the household savings rate has eased somewhat, 
it nevertheless remains at a level consistent with the rebuilding of househola 
balance sheets over the medium term (Chart 4). Conditions in the U.S. 
labour market remain challenging, with only one in seven of the jobs lost 
during the recession recovered so far, and long-term unemployment 
remaining near postwar highs. 
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Chart 3: Inflation pressures remain subdued in the major advanced economies, 
but are building in many emerging-market countries 
Year-over-year percentage change in total CPI, monthly data 
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Note: Indian inflation data are represented by the wholesale price index. 

Sources: Statistics Canada, U.S. Bureau of Labor Statistics, Eurostat, 

the People’s Bank of China, Brazilian Institute of Geography and 

Statistics, and Office of the Economic Adviser (India) Last observations: November and December 2010 


Chart 4: The U.S. household savings rate remains at a level consistent 
with a gradual rebuilding of household wealth 
Personal savings as a percentage of disposable personal income, monthly data 


% 
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Source: U.S. Bureau of Economic Analysis Last observation: November 2010 


U.S. residential investment fell sharply in the second half of 2010, delaying 
the expected recovery of the housing sector. A high level of vacant housing 
units, the recent tightening in bank lending standards for mortgage loans 
and increases in mortgage interest rates continue to restrain residential 
investment (Chart 5). Delays in processing foreclosures related to proced- 
ural flaws are also likely to slow the adjustment of the housing market. 


Although business investment in structures fell further in the third quarter, 
recent indicators suggest that the trough is close to being reached. In 
contrast, investment in equipment and software has recovered most of the 
ground lost through the recession as firms have sought to replace the capital 
that had depreciated and to improve competitiveness. The growth of exports 


U.S. residential investment fell sharply 


in the second half of 2010. 
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o 


U.S. policy-makers introduced 
additional stimulus measures. 


Chart 5: A high level of vacant housing units in the United States continues 
to restrain residential investment 
Year-round vacant housing units as a percentage of total units, quarterly data 
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Sources: U.S. Census Bureau and Bank of Canada calculations Last observation: 2010Q3 


gathered significant momentum during the second half of 2010, supported by 
strong demand from emerging-market economies, the depreciation of the 
U.S. dollar over the past year and solid gains in productivity. 


Toward year-end, in response to pronounced weakness in the U.S. labour 
market and record-low core inflation, U.S. policy-makers introduced addi- 
tional stimulus measures (Technical Box 1). As expected at the time of the 
October Report, the Federal Reserve announced a second round of quanti- 
tative easing in November. In addition, the U.S. government passed legisla- 
tion in December to provide significant further fiscal stimulus over the next 
two years. 


In the euro area, real GDP rose by 1.4 per cent in the third quarter of 2010, 
and available indicators point to fairly robust growth in the fourth quarter, 
concentrated in the core countries, especially Germany. Growth in the 
peripheral economies was restrained, however, by fiscal tightening, 
increased concerns about sovereign debt and the banking sector, and a 
lack of competitiveness. 


In Japan, data released since the October Report show that the recession 
was deeper and the rebound in 2010 was stronger, leaving the recent level 
of GDP slightly weaker than previously measured. Economic growth in 2010 
benefited from both robust external demand and fiscal stimulus programs 
designed to promote consumption. Growth is estimated to have weakened 
significantly in the fourth quarter, however, reflecting the removal of certain 
fiscal incentives supporting household spending and the recent appreciation 
of the yen. 


Real GDP in China grew by slightly less than 10 per cent over the second half 
of 2010 on a year-over-year basis. Domestic demand remained vigorous, 
supported by buoyant growth in investment spending and solid increases 
in consumption, while housing activity continued to rise, despite earlier 
attempts to cool the sector. In an effort to counteract rising inflationary 
pressures, the Chinese authorities have tightened monetary policy further, 
with a combination of interest rate increases and various administrative 
measures (Technical Box 2). 
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Technical Box 1 


Implications for Canada 


A number of important fiscal and monetary policy 
measures have been announced in the United States 
since the release of the October Monetary Policy Report. 


Following the 3 November meeting of the Federal 
Open Market Committee, the Federal Reserve 
announced that it intended to purchase US$600 billion 
in U.S. Treasuries at a rate of about US$75 billion per 
month.’ This decision was widely expected and had 
already been incorporated in the Bank’s October 
projection. Since other factors have influenced U.S. 
Treasury yields over the recent period, it is difficult to 
quantify the amount of additional easing that these 
actions are likely to provide (Table 1-A). All else being 
equal, the Bank estimates that downward pressure 
on the cost of credit to consumers and businesses, 
the upward pressure on asset prices, and the decline 
in the value of the U.S. dollar will raise U.S. GDP 
growth by 0.2 percentage points in 2011 and 0.1 per- 
centage points in 2012. 


In addition to the monetary policy easing announced 
in November, a new round of U.S. fiscal stimulus was 
passed into law on 17 December. The package pro- 
vides approximately US$850 billion of stimulus through 
a series of tax relief measures for households, an 
extension of unemployment benefits for the long-term 
unemployed and more favourable tax treatment for 
business investment. Also included in the package is 
a temporary two-year extension of the tax cuts intro- 
duced under President George W. Bush (Commonly 
referred to as the “Bush tax cuts”). About half of this 
stimulus had been expected at the time of the October 
Monetary Policy Report. The package is expected to 
support U.S. consumer spending and to contribute 
significantly to U.S. GDP growth in the near term. The 
Bank estimates that the total effect will boost U.S. 
GDP growth by 0.8 percentage points in 2011 and 

0.2 percentage points in 2012. Overall, the monetary 
and fiscal policy packages should contribute 1.0 per- 
centage points to U.S. GDP growth in 2011 and 

0.3 percentage points in 2012. 


The pace and eventual total amount of asset purchases could be 
modified, depending on economic developments. The Federal Reserve 
intends to continue to reinvest principal payments from agency debt 
and agency mortgage-backed securities into longer-term Treasury 
securities. Taken together, these measures are expected to lead to 
purchases in the range of US$850 billion to US$900 billion of long-term 
Treasury securities through to the end of the second quarter of 2011. 


Recent Developments in U.S. Monetary and Fiscal Policy: 


For Canada, the impact on growth from the Federal 
Reserve’s Treasury purchases is expected to be 
somewhat positive, since the support from increased 
foreign activity and higher commodity prices should 
more than offset any dampening effects from a lower 
U.S. dollar. The U.S. fiscal stimulus package should 
also boost Canada’s exports to the United States, 
although the impact will be attenuated by the pack- 
age’s focus on stimulating consumption.” 


All else being equal, the Bank estimates that the two 
stimulus packages should add about 0.2 percentage 
points to Canada’s GDP growth in 2011 and 0.1 per- 
centage points in 2012. 


Table 1-A: U.S. financial conditions overall have 
eased since the anticipation of further 
monetary policy easing was built into 
market expectations in late August 


Since 
Jackson 
Hole speech 
(27 August)° 


+21.5% 


Since FOMC 
meeting 
(3 November) 


Current 
level? 


Changes 


S&P 500 Index 


10-year U.S. Treasury 
yield 


U.S. investment- 
pace corporate 
ond spread 


417.4% 


+68 bps +42 bps 


-28 bps -25 bps 


U.S.-dollar trade- 


weighted index? -3,4% 


-2.5% 


U.S. break-even 


inflation rate (10-year) +72 bps 


+58 bps 


a. As of the close on 14 January 2011, with the exception of the 
U.S.-dollar trade-weighted index, which is as of 7 January 2011 


b. The weights in the U.S.-dollar trade-weighted index are recalculated 
annually to reflect U.S. trade figures. 

c. Speech by Federal Reserve Chairman Bernanke outlining the 
possibility of additional monetary policy easing 

d. “Undisturbed” level 

Sources: Bloomberg, U.S. Federal Reserve and Bank of America 

Merrill Lynch 


2 Canadian exports are concentrated in non-energy commodities and 
capital goods. As a result, they are more sensitive to changes in U.S. 
investment spending than in consumption spending. 


THE GLOBAL ECONOMY 
BANK OF CANADA ® MONETARY POLICY REPORT ® JANUARY 2011 


Technical Box 2 


Inflation in China and the Risks to Global Economic Growth 


Strong growth in China has played an important role in 
the global economic recovery. For Canada in particular, 
the robust economic activity in China has been a 
source of rising demand for Canadian exports, as well 
as a Support to commodity prices. Recent data sug- 
gest, however, that the Chinese economy may be at 
risk of overheating. Stronger-than-expected growth 
and inflationary pressures in China present both a 
near-term upside risk to the outlook for global eco- 
nomic growth and commodity prices and a downside 
risk further out. 


Recent indicators suggest that inflationary pressures in 
China have been rising sharply. Consumer price infla- 
tion has been increasing steadily in recent months, with 
total CPI reaching a 28-month high of 5.1 per cent in 
November. While increases in food prices of more than 
11 per cent account for much of the rise, non-food- 
related inflation has also been trending upwards.’ 
Producer prices and wages have been increasing 
strongly, while the broad money supply (M2) and overall 
lending have risen sharply over the past two years, as 
have real estate activity and property prices.” As a 
result, higher inflation expectations have become more 
firmly entrenched.® 


China’s inflation-control methods are heavily influenced 
by its exchange rate policy. Maintaining a quasi-fixed 
exchange rate requires China’s central bank to buy the 
excess U.S. dollars that China earns from its foreign 
transactions and issue yuan in exchange. To offset the 
concomitant rise in the volume of yuan in circulation, 
the authorities generally engage in a variety of steriliza- 
tion operations. Since higher interest rates would fur- 
ther compound the upward pressure on the currency, 
as well as increasing the fiscal costs of sterilization, 
Chinese authorities have relied on higher reserve 
requirements for banks, the issuance of sterilization 
bonds, and other administrative measures to contain 


The inflation data on non-food items may understate actual inflation, 
however, since the CPI basket puts a low weight on shelter costs, 
which appear to be rising faster than the reported non-food-related 
rate of inflation. 


The Second-Hand Apartment Price Index, a population-weighted 
index based on data for 17 cities, shows that existing apartment prices 
have increased by about 60 per cent since July 2009. The index is 
constructed by the Canadian embassy in China, with data from Soufun 
real estate broker. 


The People’s Bank of China, in its 2010 fourth-quarter survey of 
20,000 households in 50 cities, found that more than 60 per cent of 
respondents expected prices to increase in the next quarter, up from 
43 per cent in the previous quarter. 
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Chart 2-A: Required reserve ratios are China’s main 
monetary policy tool 
Daily data 
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Source: People’s Bank of China Last observation: January 2011 


credit growth and inflation pressures (Chart 2-A). 
These instruments have not been completely effective 
at controlling inflation. Moreover, they have inflicted 
rising costs on the financial sector, since private banks 
have been forced to place a large share of their assets 
(about one-quarter in the third quarter of 2010) with the 
central bank rather than with private borrowers. 


The Bank’s base-case projection assumes that the 
Chinese authorities will be able to achieve a “soft 
landing,” with a modest slowdown in growth and a 
gradual reduction in inflation to its 4 per cent target. 
However, there is a risk that efforts by the authorities 
could prove insufficient. As a result, economic growth 
and inflation in China would remain stronger for a 
longer period than is currently anticipated, necessi- 
tating more aggressive policy actions over the medium 
term. This could eventually lead to a much sharper 
correction in China’s growth and inflation. 


Chart 6: Global commodity prices have risen since the October Report 
Bank of Canada commodity price index (rebased to January 2008 = 100), monthly data 
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Note: Values in January 2011 are estimates based on the average daily spot prices up to 14 January 2011. 
Source: Bank of Canada Last observation: January 2011 


The Bank of Canada’s index of global commodity prices has increased by 

14 per cent since the October Report (Chart 6), primarily reflecting solid The Bank of Canada’s index of global 
demand, especially from Asia. In addition, there may have been some impact commodity prices has increased by 
from financial flows into commodities. Natural gas prices rose by 26 per cent in 14 per cent since the October Report. 
response to seasonal factors but, owing to ample supply, remained well below 

their average level of recent years. Oil prices have increased by about 12 per 

cent, driven by stronger global demand for crude oil and declining inventories, 

while non-energy commodity prices have risen by close to 11 per cent since 

the October Report, reflecting solid gains in most components. 


Developments in Global Financial Markets 


Conditions in global financial markets remain generally accommodative, 
despite heightened concerns over fiscal challenges and vulnerable banking 
sectors in some European countries. 


Government bond yields in the major advanced economies have increased 

since the October Report (Chart 7), but nevertheless remain low by histor- The rise in yields appears to largely 
ical standards. The rise in yields appears to largely reflect upward revisions reflect upward revisions to expectations 
to expectations for global economic growth following the release of positive for global economic growth. 

economic data and, in the case of the United States, additional fiscal stimulus. 


In late October and November, investors became increasingly worried about 

public finances in the peripheral countries of Europe and, in some cases, European policy-makers announced 
the budgetary impact of stresses in the banking sector. Credit spreads for various measures to safeguard financial 
the most affected sovereigns widened sharply (Chart 8), and the turbulence stability. 

affected several euro-area countries. In response, European policy-makers 

announced various measures to safeguard financial stability, including a 

stabilization package for Ireland and more aggressive fiscal consolidation 

measures in several countries. The European Central Bank also increased 

the size of its exceptional liquidity support to euro-area banks and purchases 

of sovereign bonds in the secondary market. Financial market developments 

since then suggest that additional measures may be required. 


THE GLOBAL ECONOMY O 
BANK OF CANADA ® MONETARY POLICY REPORT ® JANUARY 2011 


The currencies of several emerging- 
market countries have come under 
continued upward pressure. 


Chart 7: Yields on government bonds in major advanced economies have 
increased since the October Report 
Yields on 10-year government bonds 
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Source: Bloomberg Last observation: 14 January 2011 


Chart 8: Credit spreads for some European countries have continued to rise 
since the October Report 
Spreads on 5-year sovereign credit default swaps 
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Source: Markit Last observation: 14 January 2011 


Notwithstanding these stresses, most global equity and corporate bond mar- 
kets have continued to perform strongly since the October Report, owing to 
solid corporate earnings and revenues and generally better-than-expected 
economic data. Global corporate bond markets continue to see robust issuance 
and lower spreads, particularly on riskier securities such as high-yield corporate 
debt, reflecting strong investor demand and increasing risk appetite (Chart 9). 


In response to better fundamentals and growing investor interest, the curren- 
cies of several emerging-market countries have come under continued upward 
pressure against the U.S. dollar. Although authorities in these countries have 
reduced the frequency and scale of their foreign exchange interventions since 
October, several have imposed capital controls and other administrative meas- 
ures. These policy interventions risk inhibiting the process of real exchange rate 
adjustment required to correct global imbalances and sustain the recovery. 
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Chart 9: Corporate bond issuance has been robust, particularly by 
high-yield issuers 
Global corporate issuance placed in U.S. dollars 
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Source: Bloomberg Last observation: 31 December 2010 


Outlook for the Global Economy 


The global economic recovery is projected to continue at a solid pace over 


2011-12 (Table 1) as private domestic demand becomes more firmly The global economic recovery is 
entrenched. Global growth is expected to be somewhat stronger over the projected to continue at a solid pace 
2011-12 period than was anticipated in the October Report. Although the over 2011-12. 


effects of the debt crisis in peripheral Europe are expected to restrain global 
economic growth over the projection horizon, these effects are more than 
offset in 2011 by the impact of stronger momentum in the United States and 
emerging-market economies. 


Real GDP in the United States is projected to rise by 3.3 per cent on an 

average annual basis in 2011 and by 3.2 per cent in 2012. U.S. growth is U.S. growth is expected to be stronger 
expected to be stronger in 2011 than anticipated in the October Report, in 2011 than anticipated. 

owing to the new fiscal stimulus program, combined with a more rapid 

recovery in consumer spending (Chart 10). 


Table 1: Projection for global economic growth 


Share of real Projected growth (per cent)? 
ty GDP? 


(per cent) 2010 2011 2012 


United States 2.9 (2./) 33 (28) SO) 


Euro area Wee (Le) lassi) O17) 


Japan® 43 (2.9) iL 8) 2a (2)3) 
China 10.4 (10.3) 9.3 (9.0) 8.8 (8.9) 
Rest of the world Sil (ELA) 4.0 (3.6) SHS (CLS), 


a. GDP shares are based on |MF estimates of the purchasing-power-parity (PPP) valuation of country 
GDPs for 2009. 


Source: IMF, WEO, October 2010 
b. Numbers in parentheses are projections used for the October 2010 Monetary Policy Report. 


c. Real GDP growth in Japan in 2010 was higher than was expected in the October Report, reflecting 
historical revisions to the national accounts data and stronger-than-projected growth in the third quarter. 


Source: Bank of Canada 
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In the euro area, a modest recovery is 
projected through 2012. Nevertheless, 
the region faces considerable risks and 


challenges. 


iz 


THE GLOBAL ECONOMY 


Growth in U.S. household spending is projected to be supported through 
2012 by a measured improvement in the pace of job creation. This is against 
a backdrop of exceptionally weak labour market conditions at present and a 
long-term unemployment rate that has reached historic highs. As well, in 
2011, the new fiscal measures should provide an additional impetus to 
household spending through tax reductions that boost disposable income. 
However, U.S. state and local governments are expected to limit spending 
and raise taxes to address large budget gaps, partially counteracting the 
federal government’s fiscal stimulus. Consumption will also continue to be 
affected by the need to repair household balance sheets and by develop- 
ments in the housing sector, where a large excess supply of unsold houses is 
projected to have a persistent restraining effect on prices. 


U.S. business investment in equipment and software is expected to 
strengthen further in response to low financing costs, improved bank lending 
terms and a more positive growth outlook. However, high vacancy rates in the 
commercial and retail sectors, combined with tighter credit terms for firms in 
these sectors, should continue to dampen growth in investment in structures. 


Net exports are expected to make an increasingly positive contribution to 
growth over the projection horizon, aided by a further depreciation of the U.S.- 
dollar real effective exchange rate and firming external demand for U.S. goods 
and services. 


In the euro area, a modest recovery is projected through 2012. Nevertheless, 
the region faces considerable risks and challenges. Recent indicators suggest 
that growth in early 2011 will be somewhat firmer than anticipated in the 
October Report, especially in the core European economies. Economic activity 
is expected to be somewhat weaker thereafter, reflecting fiscal austerity meas- 
ures and financial pressures arising from continuing concerns about the sus- 
tainability of peripheral-country debt. Growth prospects in heavily indebted 
peripheral economies are much weaker and more uncertain than those of the 
core economies. Despite ambitious deficit-cutting plans, the peripheral coun- 
tries will continue to be vulnerable to shifts in market sentiment because of their 


Chart 10: Fiscal stimulus is supporting U.S. growth 
Annual data 


2009 2010 2011 2012 
-@® GDP MMi GDP excluding stimulus 
@@8 Estimated contribution from Estimated contribution 
previous stimulus from new stimulus 


Note: Previous stimulus refers to the government stimulus enacted in early 2009 in response to the crisis, 
while new stimulus refers to the most recent package. The contribution of the stimulus to growth includes 
both direct government expenditures and the indirect effects of the stimulus on other components of 
aggregate demand. 

Sources: Bank of Canada and U.S. Bureau of Economic Analysis 
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substantial debt-refinancing requirements and relatively weak financial sys- 
tems. Moreover, they will remain heavily dependent on the resilience in the core 
economies, given the large intra-region concentration of their exports. 


Economic growth in Japan is projected to slow over 2011-12 in response to the 
unwinding of fiscal stimulus and the earlier appreciation of the yen. Growth 
nevertheless remains somewhat above that of potential output, reflecting a 
gradual broadening of the recovery. An improvement in labour market condi- 
tions is expected to provide some support to domestic demand. However, 
exports are projected to be an important driver of growth through 2012. 


In China, a gradual rotation of demand toward consumption and away from 
investment and exports is expected to occur over the projection horizon, facili- 
tated by a modest appreciation of China’s real effective exchange rate. Growth 
in China is projected to be somewhat higher in 2011 than was anticipated in the 
October Report, driven by stronger momentum in domestic demand. However, 
growth in 2012 is expected to be slightly weaker than anticipated, owing to the 
restraining effects of tighter monetary and credit measures. 


Real GDP growth is projected to slow slightly in other emerging-market econ- 
omies. A removal of the fiscal stimulus introduced during the recession and a 
tightening in monetary policy in reaction to growing inflationary pressures are 
expected to moderate the growth of domestic demand. Moreover, a modest 
appreciation of real exchange rates in these economies is projected to con- 
strain the growth of their net exports. 


The Bank’s commodity price index is expected to increase over the projec- 
tion horizon, supported by the global economic recovery. Following recent 
sharp increases, prices for non-energy commodities are expected to remain 
relatively steady over the projection horizon as growing demand is largely 
offset by increases in supply. The latest futures curves suggest that oil prices 
will average US$95 in 2012, and that natural gas prices will continue to rise as 
the excess supply is drawn down (Chart 14). 


Chart 11: Oil prices are expected to remain roughly unchanged, but natural gas 
prices are projected to increase through 2012 
Monthly data 


US$/Million Btu US$/Barrel 
140 


120 
100 


80 


60 
40 
20 
0 
2009 2010 2011 2012 
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* Spot price for crude oil (14 January 2011) 

e Spot price for natural gas (14 January 2011) 

¢ Based onan average of futures contracts over the two weeks ending 14 January 2011 

Note: Values for crude oil and natural gas prices in January 2011 are estimates based on the average daily 
spot prices up to 14 January 2011. 

Source: NYMEX 


Growth in China is projected to 

be somewhat higher in 2011 than 
was anticipated, driven by stronger 
momentum in domestic demand. 
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The Canadian Economy 


The Canadian economy is now in a period of more modest growth, following 
the strong recovery experienced in late 2009 and early 2010. As in the October The Bank projects a moderate pace of 


Report, the Bank projects a moderate pace of overall expansion, with accom- overall expansion, with accommodative 
modative financial conditions continuing to provide support as fiscal stimulus financial conditions continuing to pro- 
unwinds. Demand in Canada is expected to rely relatively less on household vide support as fiscal stimulus unwinds. 


and government expenditures and more on business investment and net 
exports. The projected increase in the contribution to growth from net exports 
is supported by the improved near-term outlook for U.S. and global economic 
growth. However, the cumulative effects of Canada’s poor relative produc- 
tivity performance and the persistent strength in the Canadian dollar have 
eroded Canada’s competitiveness and are restraining the recovery in net 
exports. 


As projected in the October Report, growth is expected to absorb the con- 
siderable slack in the economy by the end of 2012. In this context, total and 
core inflation are projected to gradually return to 2 per cent over that horizon. 


Recent Developments 
Economic Activity 


Real GDP growth in Canada slowed to 1.0 per cent (at an annual rate) in 
the third quarter. This was a slightly weaker result than had been expected 
in the October Report (Chart 12), as strength in domestic demand in the 
third quarter was largely offset by a further deterioration in net exports. 


Consumer spending continued to grow robustly in the third quarter, while 

housing investment remained at a high level, despite the passing of several Consumer spending continued to grow 
transitory supports to activity. The strength in consumer spending was in robustly, while housing investment 

line with the growth of personal disposable income through the second and remained at a high level. 

third quarters, leaving the savings rate near its historical low. 


Business investment continued to grow vigorously in the third quarter. 
Despite the strong increase in business investment since the end of 2009, 
however, less than half of the unusually large decline that occurred during 
the recession has been recovered (Chart 13). 


Net exports exerted a more significant than expected drag on growth in the 
third quarter, as exports declined despite the further recovery in foreign 
activity and imports continued to be boosted by strong domestic demand. 
Poor relative productivity and the persistent strength in the Canadian dollar 
have accounted for continued weakness in net exports (Technical Box 3). 
However, the softness in exports in the third quarter was also attributable to 
such temporary factors as the idling of oil pipelines. 
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Chart 12: While growth in real final domestic demand remained robust 
in 2010Q3, growth in real GDP slowed significantly 


Quarterly growth at annual rates 


2006 2007 2008 2009 2010 2011 2012 


—— Real gross domestic product === Real final domestic demand 
Sources: Statistics Canada and Bank of Canada projections 
Chart 13: Business investment and exports remain well below their 


pre-recession levels 
Index: 2008Q3 = 100, chained 2002 dollars, quarterly data 
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Note: Numbers for 2010Q4 are Bank of Canada estimates. 
Sources: Statistics Canada and Bank of Canada calculations 


The Bank estimates that economic growth picked up to 2.3 per cent in the 
fourth quarter, reflecting a rebound in net exports and a deceleration in 
household expenditures and business investment from their recent rapid 
pace of growth. Following large contributions in previous quarters, inven- 
tories likely subtracted from GDP growth in the fourth quarter, consistent 
with stabilizing the trend in the stock-to-sales ratio. 
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Technical Box 3 


The Recent Evolution of Canada’s Competitiveness and 
Trade Performance 


Canada’s current account balance has declined cost of producing a unit of output in Canada com- 
substantially in recent years, reaching a deficit of pared with other countries, adjusted for exchange 
4.3 per cent of GDP in the third quarter, the largest rate movements.’ The Organisation for Economic 
such shortfall in 20 years (Chart 3-A). This decline Co-operation and Development (OECD) calculates 
reflects strong domestic demand, as well as adeteri- — that the Canadian real effective exchange rate 
oration in the competitiveness of Canadian produ- measure incorporating unit labour costs has appre- 
cers relative to that of foreign producers, which is ciated by about 17 per cent since the beginning of 
demonstrated by higher import penetration into 

Canada and declining market share among Canadian (continued) 
exporters abroad (Chart 3-B). The decline in 

Canadian exporters’ share of the U.S. market, by far 

Canada’s largest export market, is evident across a 

wide range of goods, including machinery and equip- It has been shown that measures of competitiveness that are computed 


using labour costs explain movements in Canadian net exports and real 
ment, consumer goods, and non-energy commod- output significantly better than those based on consumer price indexes 


ities (Chart 3-C). (see R. Lafrance, P. Osakwe, and P. St-Amant, “Evaluating Alternative 
Measures of the Real Effective Exchange Rate,” Bank of Canada Work- 


Over the past several years Ganaqcas competitive- ing Paper No. 98-20). In addition, the choice of a country-weighting 
: F ; , ‘ scheme does not, in general, significantly affect Canada’s competitive- 
ness has declined with the sharp rise in the labour nase measures: 


Chart 3-A: Canada’s current account balance has Chart 3-B: Canadian producers have lost market share 
declined substantially in recent years Index: 2005Q1 = 100, quarterly data 


Quarterly data Index 
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Sources: Statistics Canada Sources: Statistics Canada, 
and Bank of Canada calculations Last observation: 2010Q3 U.S.Bureau of Labor Statistics, 
U.S. Bureau of the Census 
and Bank of Canada calculations 
(includes seasonal adjustments) Last observation: 2010Q3 
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Technical Box 3 (continued) 


The Recent Evolution of Canada’s Competitiveness and 


Trade Performance 


2005.” The bilateral Canada-U.S. measure shows a 
31 per cent increase in relative Canadian unit labour 
costs over the same period (Chart 3-D). 


Relative unit labour costs can be broken down into 
three components: the nominal exchange rate, 
relative hourly compensation and relative labour 
productivity. Since the beginning of 2005, the sizable 
appreciation of the Canadian dollar explains about 
two-thirds of the increase in unit labour costs in 
Canada vis-a-vis the United States. Wage growth in 
the two countries has been broadly similar over the 
period, leaving Canada’s productivity underperform- 
ance to account for the remaining deterioration in this 


2 The OECD measure of the real effective exchange rate is based on unit 
labour costs in the manufacturing sectors of 42 countries, thus captur- 
ing competitiveness relative to a broad range of direct and indirect 
competitors. 


Chart 3-C: The loss of U.S. market share among 
Canadian exporters has been notable across a range 
of goods 

Index: 2005Q1 = 100, quarterly data 
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Sources: Statistics Canada, U.S. Bureau of Economic 
Analysis and Bank of Canada calculations Last observation: 2010Q3 
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measure of competitiveness: labour productivity in 
Canada has grown at an average annual rate of just 
0.5 per cent since the first quarter of 2005, compared 
with 2.1 per cent in the United States. 


The divergence in productivity growth between 
Canada and the United States has become even 
more pronounced in recent years, as has the deteri- 
oration in the market share of Canadian producers. 
This underlines the risk that a combination of dis- 
appointing productivity performance and persistent 
strength in the Canadian dollar could dampen the 
expected recovery of net exports. 


Chart 3-D: Canada’s loss of competitiveness reflects 
the strong Canadian dollar and poor relative productivity 
performance 
Contribution of various factors to the change in Canada’s relative unit 
labour costs vis-a-vis those in the United States, quarterly data 
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—— Percentage change in relative 
unit labour costs vis-a-vis the 
United States 


Sources: Statistics Canada, U.S. Bureau of Economic 
Analysis and Bank of Canada calculations Last observation: 2010Q3 


Estimated Pressures on Capacity 


Various indicators of capacity suggest that considerable slack remains in 
the Canadian economy. 


The Bank’s conventional measure of the output gap indicates that excess 
capacity in the economy was relatively stable in the fourth quarter, at about 
-1.8 per cent (Chart 14). The Bank’s winter Business Outlook Survey (avail- 
able on the Bank’s website under Publications and Research > Periodicals) 
reported that the proportion of firms that would have difficulty responding 
to an unexpected increase in demand remains below its historical average, 
as does the proportion of firms facing labour shortages. The still-elevated 
unemployment rate and the weakness in average weekly hours worked also 


point to the persistence of slack in the labour market (Chart 15). Onbaeneetine Bank ices inet 


On balance, the Bank judges that the economy was operating at about the economy was operating at about 
1 3/4 per cent below its production capacity in the fourth quarter of 2010, 1 3/4 per cent below its production 
a slightly greater degree of slack than the Bank had projected in October. capacity in the fourth quarter of 2010. 


Chart 14: Excess supply in the Canadian economy remains significant 
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a. Response to Business Outlook Survey question on capacity pressures. Percentage of firms 
indicating that they would have either some or significant difficulty meeting an unanticipated 
increase in demand/sales. 

b. Response to Business Outlook Survey question on labour shortages. Percentage of firms 
reporting labour shortages that restrict their ability to meet demand. 

c. Difference between actual output and estimated potential output from the Bank of Canada’s 
conventional measure. The estimate for the fourth quarter of 2010 (indicated by *) is based on 
a projected increase in output of 2.3 per cent (at annual rates) for the quarter. 


Source: Bank of Canada Last observation: 2010Q4 
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Core inflation has remained below 

2 per cent in recent months, consistent 
with considerable excess supply in the 
economy. 
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Chart 15: Despite growth in employment, the unemployment rate remains elevated 
Monthly data 
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Inflation and the 2 Per Cent Target 


Core inflation has remained below 2 per cent in recent months (Chart 16), 
consistent with considerable excess supply in the economy, as well as the 
moderation in the growth of unit labour costs (Chart 17). There is some 
evidence that HST-related tax refunds to businesses may also have been 
passed through, dampening core inflation in line with the Bank’s expecta- 
tions. The 1.6 per cent average rate for core inflation in October and 
November was consistent with the Bank’s projection at the time of the 
October Report. 


Chart 16: Core inflation remains subdued, while total CPI inflation is slightly 
above target owing mainly to temporary factors 
Year-over-year percentage change, monthly data 
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a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes 
on the remaining components 
Source: Statistics Canada Last observation: November 2010 
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Chart 17: The growth of unit labour costs has been moderate since the 
beginning of 2010 


Year-over-year percentage change, quarterly data 
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Total CPI inflation has risen in recent quarters, mainly reflecting the impact of the 
HST and other changes in provincial indirect taxes that took effect in July, as well 
as higher energy prices. Total CPI inflation in October and November averaged 
2.2 per cent, slightly above the Bank’s expectations in the October Report. 


Recent survey measures continue to indicate that inflation expectations are well 
anchored at the 2 per cent target. As reported in the Bank’s winter Business 
Outlook Survey, 91 per cent of firms expect average inflation over the next two 
years to remain within the 1 to 3 per cent control range. The January Consensus 
Economics forecast for total CPI inflation was 2.2 per cent in 2011 and 2.1 per 
cent in 2012. Market-based measures of longer-term inflation expectations also 
continue to be consistent with the 2 per cent inflation-control target. 


Canadian Financial Conditions 


Financial conditions in Canada remain exceptionally stimulative, providing 
important ongoing support to the economic recovery. 


Effective borrowing costs for households remain very low by historical stan- 
dards, consistent with the low level of bank funding costs (Chart 18). 
Nonetheless, borrowing costs have risen over the past year, including a mar- 
ginal increase in the period since the October Report that reflects higher 
yields on Canadian government bonds, in line with global developments. In 
this context, the growth of household credit has eased modestly relative to 
the rapid pace seen earlier in 2010 (Chart 19). 


Effective borrowing costs for Canadian businesses have also stayed very low 
despite some increase in 2010. As well, in recent months, access to financing 
has continued to improve for Canadian firms, according to both the Bank’s 
Senior Loan Officer Survey (available on the Bank’s website under 
Publications and Research > Periodicals) and the Business Outlook Survey 
(Chart 20). The Senior Loan Officer Survey suggests that heightened compe- 
tition among lenders and more favourable economic conditions have driven an 
overall easing in lending conditions, which has increasingly spread to smaller 
businesses. The improved global economic outlook and the still-low level of 
government bond yields have underpinned strong investor demand for 


Recent survey measures continue to 
indicate that inflation expectations are 
well anchored at the 2 per cent target. 


In recent months, access to financing 
has continued to improve for Canadian 


firms. 
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Favourable financing conditions have 
contributed to the observed pickup in 
the overall growth of business credit. 
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Chart 18: Borrowing costs for households and businesses remain at 
exceptionally low levels 
Weekly data 


3:0 


3.0 
2007 2008 2009 2010 2011 


—— Effective business interest rate == Effective household interest rate 


Note: For more information on these series, see <http://credit.bankofcanada.ca/financialconditions>. 
Source: Bank of Canada calculations Last observation: 14 January 2011 


Chart 19: The growth rate of business credit is picking up, while the 
expansion of household credit has eased slightly 
3-month percentage change (at annual rates) 


2007 2008 2009 2010 
=—— Total business credit = Total household credit 
--= Historical average of business credit --= Historical average of household credit 
growth from 1992 to present growth from 1992 to present 
Source: Bank of Canada Last observation: November 2010 


corporate bonds and equities, reflected in the persistence of narrow credit 
spreads despite elevated corporate bond issuance and further recovery in the 
S&P/TSX Composite Index. Favourable financing conditions, as well as the 
ongoing recovery in business investment and increased activity in mergers 
and acquisitions, have contributed to the observed pickup in the overall 
growth of business credit (Chart 19). 


Growth in the narrow monetary aggregates has continued to slow in recent 
months from the unusually rapid pace set earlier in 2010, consistent with 
reduced liquidity preference among households and firms. Growth in the 
broader M2++ aggregate remains below its historical average, suggesting 
subdued inflation pressures ahead. 
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Chart 20: Survey results suggest that credit conditions for Canadian 
non-financial firms eased further in 2010Q4 
Balance of opinion 


Tightening 
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—— Overall business-lending conditions MW Overall credit conditions from the 
from the Senior Loan Officer Survey’ Business Outlook Survey? 


a. Weighted percentage of surveyed financial institutions reporting tightened credit conditions minus the 
weighted percentage reporting eased credit conditions 

b. Percentage of firms reporting tightened credit conditions minus percentage reporting eased credit 
conditions 

Source: Bank of Canada Last observation: 2010Q4 


Chart 21: The Canadian dollar has appreciated since the October Report 
Daily data 
Index US$ 
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Exchange Rate 


The Canadian dollar has averaged 100 cents U.S. since the December fixed 
announcement date, compared with the 98 cents assumed in the October 
Report (Chart 21). It appreciated relative to other currencies, with the 
Canadian-dollar effective exchange rate index (CERI) rising by about 4 per 
cent since the October Report. 


The Canadian dollar has averaged 
100 cents U.S. since the December 
fixed announcement date. 
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The Bank continues to expect moderate 
economic growth through 2011 and 
2012. 


OA THE CANADIAN ECONOMY 


Outlook for the Canadian Economy 


The Bank’s base-case projection incorporates the following key assumptions: 
a Canada/U.S. exchange rate averaging 100 cents U.S.; energy prices in line 
with recent futures prices; relatively steady prices for non-energy commod- 
ities; and supportive global credit conditions. 


Aggregate Demand and Supply 


The Bank continues to expect moderate economic growth through 2011 
and 2012 (Chart 22). As the expansion progresses, demand in Canada is 
projected to rely increasingly on business investment and net exports, and 
less on government and household expenditures (Table 2 and Chart 23). 
On an average annual basis, real GDP is projected to grow by 2.4 per cent 


Chart 22: Real GDP is expected to grow at a rate consistent with the gradual 
absorption of excess supply 
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in real GDP 
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Sources: Statistics Canada and Bank of Canada projections 


Table 2: Contributions to average annual real GDP growth 
Percentage points? 


Consumption 0.2 (0.2) 1.9 (1.9) 1.4 (1.2) V2, 


Housing -0.6 (-0.6) 0.7 (0.6) -0.1 (0.2) 0.0 (0.1) 


Government (27) 1.0 (1.1) 0.0 (0.0) -0.5 (-0.4) 


Business fixed investment -2.6 (-2.6) 


Subtotal: Final domestic demand -1.8 (-1.8) 


Exports -47 (-4./) 1.9 (2.3) 
Imports 4.9 (4.9) -4.2 (-4.2) 


Subtotal: Net exports 0.2 (0.2) = (FILS) 


Inventories -0.9 (-0.9) 1.0 (1.0) 


0.6 (0.3) 
4.2 (3.9) 


11 (0.9) 
2.4 (1.9) 
1.8 (1.5) 
Ait (t2) 
0.4 (0.3) 
-0.1 (0.1) 


1.2 (1.1) 
1.9 (20) 
1.9 (1.6) 
2 hi) 
0.7 (0.5) 
0.2 (0.1) 


GDP -2.5 (-2.5) 2.9 (3.0) 


Memo items: 


2.4 (2.3) 2.8 (2.6) 


Potential output 1.2 (1.2) 1.6 (1.6) 1.8 (1.8) 2.0 (2.0) 


3.4 (2.9) 1 (28) 


Real gross domestic income (GDI) 


2918) (OH), 4.8 (5.0) 


a. Figures in parentheses are from the base-case projection in the October 2010 Monetary Policy Report. 
Those for potential output are from Technical Box 2 in the October 2010 Report. 
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Chart 23: Demand in Canada is projected to rely increasingly on business 
investment and net exports, and less on government and household 
expenditures 


Contributions to real GDP growth 
Percentage points 


2009 2010H1 2010H2 2011 2012 


M8 Consumption MM) Business fixed investment Mili Net exports @ GDP 
@@@% Housing m= Government Inventories 


Note: Contributions for 2010H1 and 2010H2 are proxied by the average quarterly contributions. 
Sources: Statistics Canada and Bank of Canada calculations and projections 


in 2011 and 2.8 per cent in 2012, a slightly stronger growth profile than had 
been anticipated at the time of the October Report. More robust growth in 
business investment, as well as heightened near-term momentum in house- 
hold expenditures and U.S. and global demand, account for the modestly 
improved outlook. Nonetheless, weaker growth in the second half of 2010 
implies somewhat greater excess capacity in the near term. Thus, the Bank 
continues to expect the economy to return to full capacity only by the end 
of 2012. 


Growth in consumer spending is expected to evolve broadly in line with that 
of personal disposable income over the projection horizon. The government’s 
recently announced mortgage insurance measures will contribute to a more 
balanced path for household expenditures. 


As in the October Report, growth in disposable income is expected to mod- 


erate from its recent trend as a result of the withdrawal of fiscal stimulus, The savings rate is projected to remain 
announced compensation restraints by governments and a slow recovery in near historic lows and household debt 
average hours worked. With Canadian household balance sheets becoming near historic highs. 


increasingly stretched and consumption unlikely to be bolstered by gains in 
house prices, growth in household spending is expected to moderate in line 
with income growth. This means that the savings rate is projected to remain 
near historic lows and household debt near historic highs (Chart 24). These 
factors, taken together with reduced affordability, point to a weakening in 
residential investment over the projection horizon. The Bank expects the 
share of the economy accounted for by residential investment, and by house- 
hold expenditures more broadly, to decline gradually but remain well above 
historical averages (Chart 25). 


The Bank’s base-case scenario, which takes into account the federal gov- 
ernment’s recent announcement that stimulus measures will be extended 

through October, continues to assume that the contribution of government 
spending to real GDP growth will turn negative over the projection horizon. 
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Chart 24: The Canadian personal savings rate is projected to remain near 
historic lows 
Quarterly data 


% 


25 
20 
15 
10 
5 
0 
1975 1980 1985 1990 1995 2000 2005 2010 
=—— Personal savings rate 
Sources: Statistics Canada and Bank of Canada calculations and projections 
Chart 25: The share of household expenditures in GDP is expected to 
decline somewhat from elevated levels 
Quarterly data 
Ratio 
0.68 
0.66 
Ly 
‘\ 
0.64 
0.62 
0.60 
0.58 
0.56 
1975 1980 1985 1990 1995 2000 2005 2010 
=—— Nominal consumption and residential -— Average from 1975Q1 to present 


investment to nominal GDP 


Sources: Statistics Canada and Bank of Canada calculations and projections 


The rapid increase in business investment is expected to continue over the 


The rapid increase in business invest- projection horizon as the unusually sharp decline experienced during the 
ment is expected to continue over the recession is unwound (Chart 26). This reflects the solid financial positions 
projection horizon. of Canadian firms (Chart 27), favourable credit conditions, higher com- 


modity prices, the stronger Canadian dollar, and the impetus to improve 
productivity amid heightened pressures to become more competitive as the 
global economy recovers. The Bank’s Business Outlook Survey has also 
indicated a consistently high level of investment intentions in recent quar- 
ters. Reflecting all of these factors, the Bank expects a somewhat more 
robust recovery in capital spending than previously projected. 
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Chart 26: The projected recovery in Canadian business fixed investment 
underpins the expected pickup in productivity 


Comparison of Canadian real business investment across economic cycles; 
quarter before the downturn in real GDP = 100, quarterly data 


<< Quarter before the downturn 
in real GDP 


Quarters after 
the downturn 


Quarters 
before the 
downturn 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


Chart 27: With liquidity high and leverage low, non-financial firms are 
well positioned to invest 
Quarterly data 


Ratio 
1.20 


1.10 
1.00 
0.90 
0.80 
0.70 


0.60 
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 


—— Debt-to-equity ratio —— Quick ratio? 


a. The quick ratio is defined as short-term assets (less inventories) over short-term liabilities. 
Source: Statistics Canada Last observation: 2010Q3 


Consistent with the October Report, the Bank expects an improvement in net 
exports over the projection horizon as external demand recovers and growth in 
Canadian domestic demand moderates from its previous rapid pace. While 
near-term growth prospects in the United States and other foreign economies 
have significantly improved of late, competitiveness challenges are expected to 
leave the projected profile of Canadian export growth only slightly stronger 
than previously anticipated. The rebalancing of domestic demand toward busi- 
ness investment and pressures on Canadian competitiveness also imply higher 
imports relative to the profile of overall domestic demand. The strength of net 
exports will continue to be sensitive to currency movements and the expected 
recovery in productivity growth, in addition to prospects for external demand. 


The Bank expects an improvement in net 


exports over the projection horizon. 
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The Projection for Inflation 


The outlook for core inflation is broadly unchanged from the October 


Core inflation is projected to gradually Report. Core inflation is projected to gradually edge up to 2 per cent by the 
edge up to 2 per cent by the end of end of 2012 (Table 3 and Chart 28), as excess supply in the economy is 
2012. slowly absorbed. Inflation expectations remain well anchored. As well, 


ongoing modest growth in labour compensation, combined with an antici- 
pated pickup in productivity, is expected to restrain growth in unit labour 
costs and, in turn, dampen inflation pressures. 


Table 3: Summary of the base-case projection for Canada? 


Real GDP 
(quarter-over-quarter 
percentape change 
at annual rates) 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


Total CPI excluding 
the effect of the 
HST and changes in 
other indirect taxes 
(year-over-year 
percentage change) 


wrTl? 
(level) 


a. Figures in parentheses are from the base-case projection in the October Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of 
futures contracts over the two weeks ending 14 January 2011 


The near-term profile for core inflation is slightly more subdued than previ- 
ously anticipated, consistent with slightly greater excess supply in the near 
term. In the first quarter, the 12-month rate of core inflation will also be 
dampened by the unusual price increases for motor vehicles and hotel 
accommodation that occurred in early 2010. 


Total CPI inflation is projected to remain slightly higher than the 2 per cent 
target over the first half of 2011, as the HST and other changes in provincial 
indirect taxes continue to boost the 12-month rate of change in consumer 
prices.’ As with previous changes in indirect taxes, for the purposes of 
monetary policy, the Bank is looking through the first-round effect on prices 
of these changes. Excluding the impact of changes in indirect taxes, total 
CPI inflation is expected to gradually converge to the 2 per cent target, 
broadly in line with the projected profile for core inflation. 


This projection includes a gradual reduction in monetary stimulus over the 
projection horizon, consistent with achieving the inflation target. 


1 The direct impact of changes in consumption taxes in Ontario, British Columbia and Nova Scotia is 
a temporary rise of 0.7 percentage points in the year-over-year rate of increase in the total CP! from 
July 2010 to June 2011. The increase in the provincial sales tax in Quebec in January 2011 is expected 
to add about 0.1 percentage points to total CPI inflation over 2011. 
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Chart 28: Total CPI and core inflation in Canada are projected to converge 
to 2 per cent over the projection horizon 
Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 2011 2012 
— Total CPI ome Core CPI@ == Base-case projection for 
== Base-case projection === Base-case projection total CPI excluding effects 
Control range --= Target of the HST and changes in 


other indirect taxes 


a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 
Sources: Statistics Canada and Bank of Canada calculations and projections 


The uncertainty surrounding the Bank’s inflation projection is illustrated 
using fan charts. Chart 29 and Chart 30 depict the 50 per cent and 90 per 
cent confidence bands for year-over-year core inflation and total CPI infla- 
tion from the first quarter of 2011 to the end of 2012.? 


Chart 29: Projection for core CPI inflation Chart 30: Projection for total CPI inflation 
Year-over-year percentage change Year-over-year percentage change 
% % 
4 
3 
2 
1 
0 


2 
2009 2010 2011 2012 2009 2010 2011 2012 
=—— Base-case scenario §  ~ 50 per cent confidence interval =—— Base-case scenario 1 50 per cent confidence interval 
90 per cent confidence interval 90 per cent confidence interval 
Source: Bank of Canada Source: Bank of Canada 


2 Technical details on the construction of the fan charts are available on the Bank’s website; keyword 
search: Fan charts. 
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Risks to the Outlook 


Despite improvements in the outlook for the global and Canadian econ- 
omies, risks remain elevated. 


There are two main upside risks to inflation, relating to higher commodity 
prices and the possibility of greater-than-projected momentum in the 
Canadian household sector: 


™ The global economy could be stronger than currently anticipated, par- 
ticularly if measures to moderate demand in emerging-market econ- 
omies prove insufficient. This could boost commodity prices, which 
would increase incomes in Canada and support stronger investment 
activity and household spending. 


@ There could be stronger-than-expected momentum in household 
expenditures in Canada. With exceptionally stimulative financing condi- 
tions, borrowing could continue to grow faster than income. 


There are two main downside risks to inflation, relating to Canadian com- 
petitiveness and the possibility of weaker-than-projected household 
expenditures: 


® The Bank expects net exports to provide greater support to the 
Canadian economic expansion over the projection horizon. However, 
with ongoing productivity challenges and the persistent strength of the 
Canadian dollar, the anticipated recovery in net exports may not fully 
materialize. Moreover, renewed tensions in foreign exchange markets 
could inhibit the necessary global adjustment and put additional pres- 
sure on freely floating currencies. 


® With household expenditures in Canada significantly above their histor- 
ical average as a share of GDP, growth in household spending might 
decelerate more rapidly than is currently anticipated. Relatedly, if there 
were a sudden weakening in the Canadian housing sector, it could have 
sizable spillover effects on other areas of the economy, such as con- 
sumption, given the high debt loads of some Canadians. 


In addition, challenges in Europe continue to be a significant source of 
uncertainty for the global outlook. A comprehensive solution to the sover- 
eign debt and financial stability issues in a number of countries will be 
required. 


Overall, the Bank judges that the risks to the inflation outlook are roughly 
balanced over the projection horizon. 
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Bank of Canada Regional Offices 


Atlantic Provinces 
1701 Hollis Street, 13th Floor 
Halifax, Nova Scotia B3J 3M8 


David Amirault 
Senior Regional Representative (Economics) 


Monique LeBlanc 
Senior Regional Representative (Currency) 


Quebec 

1501 McGill College Avenue, Suite 2030 
Montréal, Quebec H3A 3M8 

Laurent Martin 

Senior Regional Representative (Economics) 
Phuong Anh Ho Huu 

Senior Regional Representative (Currency) 

Miville Tremblay 

Senior Representative, Director (Financial Markets) 


Ontario 
150 King Street West, Suite 2000 
Toronto, Ontario M5H 1J9 


Brigid Brady 

Assistant Chief, Regional Analysis Division, 
Canadian Economic Analysis Department 

Jane Voll 

Senior Regional Representative (Economics) 
Manuel Parreira 

Senior Regional Representative (Currency) 

Mark Caplan 

Senior Representative, Director (Financial Markets) 


Eric Tuer 
Assistant Director (Financial Markets) 


Prairie Provinces, Nunavut, 

and Northwest Territories 

404 — 6th Avenue SW, Suite 200 

Calgary, Alberta T2P OR9 

Alexander Fritsche 

Senior Regional Representative (Economics) 
Ted Mieszkalski 

Senior Regional Representative (Currency) 


British Columbia and Yukon 
200 Granville Street, Suite 2710 
Vancouver, British Columbia V6C 1S4 


Farid Novin 
Senior Regional Representative (Economics) 


Lori Rennison 
Senior Regional Representative (Economics) 


Trevor Frers 
Senior Regional Representative (Currency) 


New York Office 

Canadian Consulate General 
1251 Avenue of the Americas 
New York, NY 10020-1175 U.S.A. 


Scott Kinnear 
Consul and Senior Representative 
for the Bank of Canada 
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Monetary Policy Report 


Summary 


January 2011 


This text is a commentary of the Governing Council of the Bank of Canada. It presents the Bank’s 
outlook based on data received up to 14 January 2071. 


The global economic recovery is proceeding ata 
somewhat faster pace than the Bank had anticipated, 
although risks remain elevated. Private domestic 
demand in the United States has picked up and will 
be reinforced by recently announced monetary and 
fiscal stimulus. European growth has also been 
slightly stronger than anticipated. Ongoing chal- 
lenges associated with sovereign and bank balance 
sheets will limit the pace of the European recovery 
and are a significant source of uncertainty to the 
global outlook. In response to overheating, some 
emerging markets have begun to implement more 
restrictive policy measures. Their effectiveness will 
influence the path of commodity prices, which have 
increased significantly since the October Monetary 
Policy Report (MPR), largely reflecting stronger global 
growth. 


The recovery in Canada is proceeding broadly as 
anticipated, with a period of more modest growth 
and the beginning of the expected rebalancing of 
demand. The contribution of government spending is 
expected to wind down this year, consistent with 
announced fiscal plans. Stretched household bal- 
ance sheets are expected to restrain the pace of 
consumption growth and residential investment. In 
contrast, business investment will likely continue to 
rebound strongly, owing to stimulative financial con- 
ditions and competitive imperatives. Net exports are 
projected to contribute more to growth going for- 
ward, supported by stronger U.S. activity and global 
demand for commodities. However, the cumulative 
effects of the persistent strength in the Canadian 
dollar and Canada’s poor relative productivity per- 
formance are restraining this recovery in net exports 


Highlights 


e The global recovery is proceeding at a some- 
what faster pace than previously anticipated. 


e The Canadian economy is in a period of more 
modest growth, and the expected rebalancing 
of demand is beginning. Real GDP is projected 
to grow by 2.4 per cent in 2011 and 2.8 per 
cent in 2012. 


e The Canadian economy is expected to return 
to full capacity and inflation to the 2 per cent 
target by the end of 2012. 


e On 18 January 2011, the Bank maintained the 
target for the overnight rate at 1 per cent. 


e The Bank judges that the risks to the inflation 
outlook are roughly balanced. 


and contributing to a widening of Canada’s current 
account deficit to a 20-year high. 


Overall, the Bank projects the economy will expand 
by 2.4 per cent in 2011 and 2.8 per cent in 2012—a 
slightly firmer profile than had been anticipated in 
October. With a little more excess supply in the near 
term, the Bank continues to expect that the economy 
will return to full capacity by the end of 2012. 


Underlying pressures affecting prices remain sub- 
dued, reflecting the considerable slack in the 
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Canadian economy. Core inflation is projected to 
edge gradually up to 2 per cent by the end of 2012, 
as excess supply in the economy is slowly absorbed. 
Inflation expectations remain well anchored. Total CPI 
inflation is being boosted temporarily by the effects 
of provincial indirect taxes, but is expected to con- 
verge to the 2 per cent target by the end of 2012. 


Despite improvements in the outlook for the global 
and Canadian economies, risks to inflation remain 
elevated. There are two main upside risks to inflation, 


Projection for global economic growth 


United States 


Share ‘ ie global 


ons ae 


2010 2011 2012 


relating to higher commodity prices and the possi- 
bility of greater-than-projected momentum in the 
Canadian household sector. 


There are two main downside risks to inflation, 
relating to Canadian competitiveness and the possi- 
bility of weaker-than-projected household expendi- 
tures in Canada. 


In addition, challenges in Europe continue to be a 
significant source of uncertainty for the global out- 
look. A comprehensive solution to the sovereign debt 


Projected growth (per cent)° 


2.9 (27) 3.3 (2.3) 3.2 (3.3) 


Euro area 


Japan® 


China 


Rest of the world 


17 (1.7) 1.5 (1.1) 1.5 (1.2 
4.3 (2.9) 1.4 (1.3) 24 (2.3) 
10.4 (10.3) 9.3 (9.0) 8.8 (8.9) 
5.7 (5.2) 4.0 (3.6) 3.8 (3.5) 
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a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country GDPs 
for 2009. 


Source: IMF, WEO, October 2010 
b. Numbers in parentheses are projections used for the October 2010 Monetary Policy Report. 


c. Real GDP growth in Japan in 2010 was higher than was expected in the October Report, reflecting 
historical revisions to the national accounts data and stronger-than-projected growth in the third quarter. 


Source: Bank of Canada 


Summary of the base-case projection for Canada? 


Real GDP 
(quarter-over-quarter 
percentage change 
at annual rates) 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


Total CPI excluding 
the effect of the 
HST and changes in 
other indirect taxes 
(year-over-year 
percentage change) 


wl 
(level) 


a. Figures in parentheses are from the base-case projection in the October Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of 
futures contracts over the two weeks ending 14 January 2011 
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and financial stability issues in a number of countries 
will be required. 


The Bank judges that the risks to the inflation outlook 
are roughly balanced over the projection horizon. 


Reflecting all of these factors, on 18 January 2011 the 
Bank decided to maintain the target for the overnight 


rate at 1 per cent. The Bank Rate is correspondingly 
1 1/4 per cent and the deposit rate is 3/4 per cent. 
This leaves considerable monetary stimulus in place, 
consistent with achieving the 2 per cent inflation 
target in an environment of significant excess supply 
in Canada. Any further reduction in monetary policy 
stimulus would need to be carefully considered. 


Real GDP is expected to grow at a rate consistent with the gradual 
absorption of excess supply 


2007 2008 2009 


=—— Year-over-year percentage change 


in real GDP 
--=- Base-case projection 


2010 2011 2012 


M83 Quarter-over-quarter percentage 
change in real GDP, at annual rates 
SAN Base-case projection 


Sources: Statistics Canada and Bank of Canada projections 


Total CPI and core inflation in Canada are projected to converge 
to 2 per cent over the projection horizon 
Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 2011 2012 
== OtaliGr! ——=|Core CPi4 --= Base-case projection for 
--=- Base-case projection === Base-case projection total CPI excluding effects 


Control range 


--~= Target 


of the HST and changes in 
other indirect taxes 


a. CPI excluding eight of the most volatile components and the effect of changes in 
indirect taxes on the remaining components 
Sources: Statistics Canada and Bank of Canada calculations and projections 
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Bank of Canada Publications 


Unless noted otherwise, all publications are available in print and on the Bank’s website: <http://www.bankofcanada.ca>. 


Monetary Policy Report (quarterly: January, April, July and October) 
Financial System Review (June/December) 

Bank of Canada Review (quarterly; see website for subscription information) 
Business Outlook Survey (quarterly: January, April, July and October) 
Senior Loan Officer Survey (quarterly: January, April, July and October)* 
Speeches and Statements by the Governor* 

Bank of Canada Banking and Financial Statistics (monthly)* 

Weekly Financial Statistics (published each Friday)* 

Renewal of the Inflation-Control Target: Background Information 
Annual Report 


A History of the Canadian Dollar 
James Powell (available at Can$8 plus applicable taxes) 


* Available only on the Bank’s website 


Conference Proceedings 

Conference volumes published up to and including April 2005 are available 
in print and on the Bank’s website. Print copies can be purchased for 
Can$15 plus applicable taxes. Papers and proceedings from Bank of Canada 
conferences, seminars and workshops held after April 2005 are now 
published exclusively on the Bank’s website. 


Technical Reports, Working Papers and Discussion Papers 

Technical Reports, Working Papers and Discussion Papers are usually 
published in the original language only, with an abstract in both official 
languages. Discussion Papers deal with finished work on technical issues 
related to the functions and policy making of the Bank. They are of interest to 
specialists and other central bankers. 


The Bank of Canada’s Monetary Policy Report is published quarterly in January, April, July and October. Print copies of the Report and the Summary may be 
obtained by contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, Ontario, Canada K1A 0G9. 


Telephone: 613 782-8248; toll free in North America: 1 877 782-8248; email: publications@bankofcanada.ca; website: <www.bankofcanada.ca> 
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CANADA'S INFLATION-CONTROL STRATEGY” 


Inflation control and the economy 


e Inflation control is not an end in itself; it is the means whereby monetary policy contributes to 
solid economic performance. 


e Low, stable and predictable inflation allows the economy to function more effectively. This 
contributes to better economic growth over time and works to moderate cyclical fluctuations in 
output and employment. 


The monetary policy instrument 


e Announcements regarding the Bank’s policy instrument—the target overnight interest rate—take 
place, under normal circumstances, on eight pre-specified dates during the year. 


e In setting a target for the overnight rate, the Bank of Canada influences short-term interest rates 
to achieve a rate of monetary expansion consistent with the inflation-control target. Tne trans- 
mission mechanism is complex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


e In February 1991, the federal government and the Bank of Canada jointly agreed on a series of 
targets for reducing total CPI inflation to the midpoint of a range of 1 to 3 per cent by the end of 
1995. The inflation target has been extended a number of times. In November 2006, the agree- 
ment was renewed for a period of five years to the end of 2011. Under this agreement, the Bank 
will continue to conduct monetary policy aimed at keeping total CPI inflation at 2 per cent, with a 


control range of 1 to 3 per cent around the target. 


Monitoring inflation 


e In the short run, a good deal of movement in the CPI is caused by transitory fluctuations in the 
prices of such volatile components as fruit and gasoline, as well as by changes in indirect taxes. 
For this reason, the Bank uses a core measure of CPI inflation as an indicator of the underlying 
trend in inflation. This core measure excludes eight of the most volatile components of the CPI 
and adjusts the remaining components to remove the effect of changes in indirect taxes. 


* See “Uoint Statement of the Government of Canada and the Bank of Canada on the Renewal of the 
Inflation-Control Target” and background information. Reprinted in the Bank of Canada Review (Winter 
2006-2007): 45-59. 
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This is a report of the Governing Council of the Bank of Canada: 
Mark Carney, Tiff Macklem, John Murray, Timothy Lane, Jean Boivin and Agathe Cote. 


ener em eee ee nis ae er 


... large and persistent changes in relative prices will encourage substantial 
structural adjustment in all of our economies. . . . Adjustment is inevitable— 
and it will be substantial. In general, such changes should not be frustrated, 
but rather facilitated by policies that enhance economic flexibility. . . . all 
countries need to maintain price stability in an environment where G-3 
monetary policy cannot be expected to lead the global cycle. 


— Mark Carney 


Governor, Bank of Canada 
26 March 2011 
Calgary, Alberta 
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Overview 


As anticipated in January, the global economic recovery is becoming more 
firmly entrenched and is expected to continue at a steady pace. In the United 
States, growth is solidifying, although consolidation of household and ulti- 
mately government balance sheets will limit the pace of the expansion. 
European growth has strengthened, despite ongoing sovereign debt and 
banking challenges in the periphery. The disasters that struck Japan in March 
will severely affect its economic activity in the first half of this year and create 
short-term disruptions to supply chains in advanced economies. Robust 
demand from emerging-market economies is driving the underlying strength 
in commodity prices, which is being further reinforced by supply shocks 
arising from recent geopolitical events. These price increases, combined with 
persistent excess demand conditions in major emerging-market economies, 
are contributing to the emergence of broader global inflationary pressures. 
Despite the significant challenges that weigh on the global outlook, global 
financial conditions remain very stimulative and investors have become 
noticeably less risk averse. 


Although recent economic activity in Canada has been stronger than the 
Bank had anticipated, the profile is largely consistent with the underlying 
dynamics outlined in January. Aggregate demand is rebalancing toward 
business investment and net exports, and away from government and house- 
hold expenditures. As in January, the Bank expects business investment to 
continue to rise rapidly and the growth of consumer spending to evolve 
broadly in line with that of personal disposable income, although higher terms 
of trade and wealth are likely to support a slightly stronger profile for house- 
hold expenditures than previously projected. In contrast, the improvement in 
net exports is expected to be further restrained by ongoing competitiveness 
challenges, which have been reinforced by the recent strength of the 
Canadian dollar. 


Overall, the Bank projects that the economy will expand by 2.9 per cent in 
2011 and 2.6 per cent in 2012. Growth in 2013 is expected to equal that of 
potential output, at 2.1 per cent. The Bank expects that the economy will 
return to capacity in the middle of 2012, two quarters earlier than had been 
projected in January. 


While underlying inflation is subdued, a number of temporary factors will 
boost total CPI inflation to around 3 per cent in the second quarter of 2011 
before total CPI inflation converges to the 2 per cent target by the middle of 
2012. This short-term volatility reflects the impact of recent sharp increases in 
energy prices and the ongoing boost from changes in provincial indirect 
taxes. Core inflation has fallen further in recent months, in part due to tem- 
porary factors. It is expected to rise gradually to 2 per cent by the middle of 


This report includes data received up to 8 April 2011. 
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OVERVIEW 


2012 as excess Supply in the economy is slowly absorbed, labour compen- 
sation growth stays modest, productivity recovers and inflation expectations 
remain well-anchored. 


The persistent strength of the Canadian dollar could create even greater 
headwinds for the Canadian economy, putting additional downward pressure 
on inflation through weaker-than-expected net exports and larger declines in 
import prices. 


Although the global economic recovery is expected to continue at a steady 
pace, global risks remain elevated. The two main upside risks to inflation in 
Canada relate to the possibility of higher-than-projected commodity prices 
and global inflation, and increased momentum in Canadian household 
spending. The two main downside risks to inflation relate to headwinds from 
the persistent strength in the Canadian dollar and the possibility that growth 
in household spending could be weaker than projected. 


Overall, the Bank judges the risks to the inflation outlook in Canada are 
roughly balanced over the projection horizon. 


Reflecting all of these factors, on 12 April 2011 the Bank decided to maintain 
the target for the overnight rate at 1 per cent. The Bank Rate is correspond- 
ingly 1 1/4 per cent and the deposit rate is 3/4 per cent. This leaves consider- 
able monetary stimulus in place, consistent with achieving the 2 per cent 
inflation target in an environment of material excess supply in Canada. Any 
further reduction in monetary policy stimulus would need to be carefully 
considered. 
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The Global Economy 


The global economic recovery is becoming more firmly entrenched and is 
evolving broadly in line with the Bank’s projection in the January Monetary 
Policy Report. In advanced economies, the hand-off from public to private 
demand is proceeding gradually, while growth in emerging-market coun- 
tries remains vigorous. Commodity prices have surged since the autumn in 
response to strong demand, especially from emerging Asia, and have been 
boosted further more recently by a series of supply disruptions and geo- 
political events. Increasing prices for food and energy, combined with per- 
sistent excess demand conditions, are exacerbating already elevated 
inflationary pressures in several emerging-market economies. 


Global financial conditions have remained very stimulative, and investors 
have become noticeably less risk averse, despite the significant challenges 
that weigh on the global economic outlook. Ongoing efforts to repair house- 
hold, bank and sovereign balance sheets continue to dampen growth in 
many advanced economies, and rising commodity prices are leading to 
higher headline inflation at a time when the recovery still requires consider- 
able policy support. While core European economies have performed 
somewhat better than expected, some peripheral countries are facing 
severe banking and sovereign vulnerabilities that could have broader spill- 
over effects within Europe. Geopolitical tensions in North Africa and the 
Middle East and the evolving situation in Japan following the devastating 
earthquake on 11 March are also contributing to global uncertainty. 


Recent Developments 


Developments since the January Report point to firming demand in the 
major advanced economies and continued robust growth in emerging- 
market countries. In the United States, real GDP has exceeded its pre- 
crisis level, supported by continued fiscal and monetary stimulus. Activity 
has also strengthened in the euro area. In Japan, economic indicators were 
relatively solid before the Tohoku earthquake caused major destruction and 
disruptions to the economy. Emerging-market economies remain the main 
drivers of global economic growth (Chart 1). 


Real GDP in the United States increased by 3.1 per cent in the fourth 
quarter of 2010. This result was weaker than anticipated in the January 
Report, owing to a substantially smaller contribution from inventories. 
Growth in real GDP appears to have decelerated in the first quarter, mainly 
as a result of weaker consumption growth. Despite recent improvements in 
the labour market, the level of employment is far below its previous peak, 
and long-term joblessness is at historically high levels (Chart 2). 


The global economic recovery is 
becoming more firmly entrenched 


Commodity prices have surged since 
the autumn in response to strong 


demand, especially from emerging Asia 
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U.S. consumption has been 
underpinned by fiscal stimulus and 
more favourable financial positions 


Economic fundamentals in the 
peripheral economies of the euro area 
remain much weaker than in the core 
countries 
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Chart 1: Emerging-market economies continue to drive global 
economic growth 
Real GDP, 2007Q1 = 100, quarterly data 
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Sources: Statistics Canada, U.S. Bureau of Economic Analysis, 
Eurostat, Japan Statistics Bureau and International Monetary Fund Last observation: 2010Q4 


Since the beginning of the year, U.S. consumption has been underpinned 

by fiscal stimulus and more favourable financial positions. Household bor- 
rowing conditions have improved, debt-servicing costs have declined and 
higher equity prices have provided support to household wealth (Chart 3). 
Savings rates have remained elevated, consistent with the need for further 
deleveraging and balance-sheet repair. 


The U.S. housing market is acutely challenged. Housing demand remains 
very weak, constrained by soft labour market conditions and elevated 
uncertainty about future real estate values. Non-residential construction has 
also been soft. 


Growth in U.S. economic activity has been supported by continued solid 
growth in investment in machinery and equipment and a rebound in 
exports. Investment in equipment and software has been underpinned by 
strong corporate balance sheets and improved market financing conditions, 
while the strength in exports has been driven by the recovery in global 
demand, a depreciation of the U.S. dollar and strong productivity growth. 


In the euro area, real GDP grew modestly in the fourth quarter of 2010 as 
bad weather disrupted activities in the construction sector. Indicators for 
the first quarter point to a rebound in growth, especially in the core econ- 
omies, as a result of stronger domestic demand and continued solid 
increases in exports. Economic fundamentals in the peripheral economies 
remain much weaker than in the core countries, reflecting the increased 
drag from fiscal austerity measures and Ongoing concerns about sovereign 
debt levels and bank balance sheets. In Germany, the unemployment rate 
stands at its lowest level in the past two decades, while unemployment 
rates in Spain and Greece are at, or near, record highs. 


Real GDP in Japan declined in the fourth quarter of 2010, reflecting in part 
the expiration of tax incentives. Growth had resumed in the first two months 
of 2011, before the disruptions caused by recent events led to severe output 
losses that will persist in coming quarters (Technical Box 1). 


BANK OF CANADA ® MONETARY POLICY REPORT ® APRIL 2011 


Chart 2: Long-term joblessness remains elevated in the United States 
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Last observation: March 2011 


Chart 3: The U.S. household financial position has improved 


Relative to disposable income, quarterly data 
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Economic growth in China has continued to surprise on the upside, and 


there are signs of overheating. Inflationary pressures are rising, real estate 
investment is exceptionally strong, and concerns over elevated property 


Economic growth in China has 
continued to surprise on the upside 


prices and excessive liquidity are mounting. Authorities have taken addi- 
tional measures over the past three months in an effort to suppress these 
price pressures. They have raised the reserve requirement ratio for financial 
institutions by a total of 100 basis points, bringing it to 20 per cent for large 
institutions, and have increased the benchmark one-year deposit rate by 
50 basis points to 3.25 per cent.* However, with inflation close to 5 per cent 


on a year-over-year basis, real interest rates in China are still negative. 


Credit is growing by close to 20 per cent on a year-over-year basis. 


1 Atthe end of January, authorities in China also announced a third round of tightening measures aimed at 


the property sector. 
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Technical Box 1 


The Earthquake in Japan 


The earthquake that occurred off the northeastern 
coast of Japan on 11 March 2011 triggered a tsunami 
that killed or severely injured thousands of people 
and caused unprecedented damage to housing and 
infrastructure. In addition, utility outages, transporta- 
tion disruptions and radiation leaks at the Fukushima 
Daiichi nuclear power plant have had a massive 
impact on the regional economy, with significant 
repercussions for the rest of the country. 


Current estimates suggest that the physical damage 
could be equivalent to between 4 and 6 per cent of 
Japan’s GDP. Much more difficult to gauge, however, is 
the potential magnitude of the second-round economic 
effects. Several uncertainties persist. First, the loss of 
the capacity to generate electricity has led to rolling 
blackouts across the country. Estimates suggest that 

it may be several months before the energy supply can 
be fully restored, with adverse consequences for indus- 
trial producers and households. Second, some plants 
in the earthquake-affected region produce specialized 
components, such as auto parts, electronics or tele- 
communications equipment. Without viable alternative 
sources of supply, the tight integration of global supply 
chains implies that production or sales in other coun- 
tries may be negatively affected. Third, the situation at 
the nuclear power plant remains precarious. 


The Bank of Japan injected substantial liquidity into 
the financial system to support its functioning following 
the earthquake, and announced additional monetary 
easing measures totalling 22 trillion yen, roughly 
equivalent to 5 per cent of Japan’s GDP. New fiscal 
initiatives will stimulate the economy and provide funds 


for reconstruction. In addition, in response to disorderly 
movements in the yen, excess volatility, and potential 
adverse implications for economic and financial sta- 
bility, the G-7 countries jointly intervened in the foreign 
exchange market on 18 March at the request of the 
Japanese authorities. Financial conditions have since 
stabilized. 


The disaster in Japan affects other economies 
through trade and financial linkages, as well as com- 
modity prices. The Japanese economy is the world’s 
third largest.’ Since the earthquake, there have been 
supply disruptions for auto manufacturers in Canada 
and elsewhere, resulting in reduced production and 
hours worked at assembly plants.” This is projected 
to reduce the growth in the Canadian economy in the 
second quarter by about half a percentage point, with 
that lost activity likely to be recovered in subsequent 
quarters (Table 3). Looking ahead, once reconstruc- 
tion efforts begin, they will boost Japanese growth 
and global demand for commodities. This assessment 
suggests a relatively moderate impact on the global 
economy for the year as a whole. 


Considerable uncertainties remain, however. 
Disruptions to global supply chains could be more 
severe than initial assessments suggest, if power out- 
ages persist or delays in repairing Japan’s damaged 
infrastructure affect global trade flows. The Bank will 
closely monitor the situation in the coming months. 


1 Japan’s weighting is about 6 per cent of the global economy. 


For example, on 30 March, Honda announced that it will reduce its 
Canadian auto production from about 700 units per day to 300 units, 
owing to a shortage of parts from Japan. 


Global commodity prices are elevated, driven by strong demand and a 


Prices for 18 of the 23 main compon- 
ents of the Bank of Canada’s com- 
modity price index are above their real 
long-term averages 


series of supply shocks (Chart 4). Prices for 18 of the 23 main components 
of the Bank of Canada’s commodity price index (BCPI) are above their real 
long-term averages. Crude oil prices have surged in response to the unrest 
in North Africa and the Middle East, and prices for many non-energy com- 
modities have reached record highs. Much of the increased demand for 
energy in recent years has come from emerging-market economies, princi- 
pally those in Asia (Chart 5 and Chart 6). Agricultural prices have also been 
boosted by strong demand from emerging Asia and, more recently, by 
adverse weather conditions, pushing them to new record highs. Metals 
prices are also hovering near record highs, supported by robust demand 
from China and a shortage of global mining capacity.’ 


2 The prices of some commodities produced in Canada have not increased as sharply. Prices for natural 
gas, which are determined in the regional North American market rather than in the global market, have 
fallen by about 10 per cent since the January Report, partly reversing the temporary sharp increase of 
the prior few months that had been caused by unseasonably cold weather. 
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Chart 4: Global commodity prices are elevated 
Bank of Canada commodity price index (rebased to January 2003 = 100), monthly data 


Index 
450 


400 


2003 2004 2005 2006 2007 2008 2009 2010 2011 


=—— All commodities (US$) —= Crude oil (US$) 
=—— Non-energy commodities (US$) 


Note: Values in April 2011 are estimates based on the average daily spot prices up to 8 April 2011. 
Source: Bank of Canada Last observation: April 2011 


Chart 5: Demand from China is having a strong impact on oil prices 
Cumulative marginal oil demand since 2002, quarterly data 
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Sources: International Energy Agency, International Monetary Fund 
and the U.S. Bureau of Economic Analysis 


The rise in commodity prices has pushed up total inflation in both advanced 
and emerging-market economies (Chart 7). These effects are expected to 
persist in 2011. Inflationary pressures are building particularly rapidly in 
emerging-market economies, reflecting the large share of food items in their 
CPI basket, their energy-intensive production processes and excess 
demand conditions more generally.* While policy-makers in many emerging- 
market economies have responded by raising interest rates and applying 
other restrictive measures, monetary policy in many of these countries 


3 The share of food items in the CPI basket is 17 per cent in Canada, 14 per cent in the United States, 
23 per cent in the euro area, 30 per cent in Mexico, 32 per cent in China and 38 per cent in Russia. 


Inflationary pressures are building 
particularly rapidly in emerging-market 
economies 
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Chart 6: Emerging-market economies are driving growth in global oil demand 
Marginal contributions to growth in global oil demand, annual data 
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Chart 7: Rising commodity prices are putting upward pressure on 
headline inflation 
Year-over-year percentage change in total CPI, monthly data 
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Sources: Statistics Canada, U.S. Bureau of Labor Statistics, Eurostat, the 
People’s Bank of China, Brazilian Institute of Geography and Statistics 
and Russian Federal State Statistics Service (formerly Goskomstat) Last observation: February 2011 


remains very accommodative. In most advanced economies, policy rates 
have stayed at or near historic lows as a result of excess supply conditions 


Monetary policy in many emerging- and subdued underlying inflation pressures (Chart 8). However, owing to 
market economies remains very the effects of increasing commodity prices, policy-makers in some 
accommodative advanced countries now face the challenge of rising headline inflation at a 


8 


time when unemployment rates remain high and excess capacity persists. 
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Chart 8: Policy rates remain at or near historic lows in most advanced 
economies 
Daily data 
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Note: On 5 October 2010, the Bank of Japan changed the target for its policy rate from 0.1 per cent to a 
range of 0.0 to 0.1 per cent. The U.S. Federal Reserve has been maintaining a target range for its policy 
rate of 0.0 to 0.25 per cent since 16 December 2008. 

Sources: Bank of Canada, U.S. Federal Reserve, 

European Central Bank and Bank of Japan Last observation: 8 April 2011 


Developments in Global Financial Markets 


Conditions in global financial markets continue to be very stimulative, 
although volatility has risen recently. Government bond yields in major 
advanced economies are little changed from their levels at the time of the 
January Report and remain very low by historical standards (Chart 9). 
Concerns over the potential effects of growing tensions in North Africa and 
the Middle East and the impact of the earthquake and nuclear crisis in 
Japan have been counterbalanced by increased optimism about the out- 
look for global growth and rising investor confidence. Worries nevertheless 
persist about the high debt levels of some European sovereigns and the 
state of their banking sectors. There is increased differentiation in European 
debt markets, with some borrowers effectively shut out (Chart 10). To date, 
there has been little spillover into other European countries. 


Corporate credit markets in advanced economies continue to experience 
strong demand, with credit spreads narrowing further and corporate bond 
issuance reaching new highs. Interest rates on high-yield corporate debt 
issued in U.S. dollars are currently at an all-time low, reflecting robust 
demand and an increased appetite for risk (Chart 11). Equity prices have 
also risen in advanced economies since the January Report, in some cases 
breaching previous peaks, but are basically unchanged in emerging-market 
countries. 


Many emerging-market economies have experienced strong upward pres- 
sure on their currencies, reflecting both their strong economic performance 
and their positive interest rate differentials with respect to advanced coun- 
tries. The required adjustment in real exchange rates is being delayed, how- 
ever, through increased use of intervention and capital controls. 


Conditions in global financial markets 
continue to be very stimulative 
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Chart 9: Yields on government bonds in major advanced economies are 


little changed since the January Report 
Yields on 10-year government bonds, daily data 
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Chart 10: Markets are increasingly differentiating between European 
sovereign credits 


Spreads on 5-year sovereign credit default swaps, daily data 
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Chart 11: Yields on corporate debt are at historically low levels, 
reflecting continued strong investor demand 
Yields on corporate debt issued in U.S. dollars, daily data 
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Outlook for the Global Economy 


The global economic recovery is projected to proceed at a steady pace 
over 2011-13, largely as expected in the January Report (Table 1).* Growth 
in private domestic demand in advanced economies is expected to broaden 
over the projection horizon. Robust demand from emerging-market econ- 
omies is driving the underlying strength in commodity prices, which is being 
further reinforced by supply shocks arising from recent geopolitical events. 
These price increases, combined with persistent excess demand conditions 
in major emerging-market economies, are contributing to the emergence of 
broader global inflationary pressures. 


U.S. real GDP is expected to grow by roughly 3 per cent through 2013, a 
marginally lower profile for growth than in the January Report. A gradual 
strengthening and broadening of private demand is expected to support the 
U.S. economic expansion over the projection horizon. Higher energy prices 
are projected to slightly reduce the pace of household expenditure growth. 
Fiscal policy will continue to be an important driver of growth in 2011, but 
will become a net drag in 2012 as fiscal consolidation takes hold. 


Gradually improving conditions in labour markets are expected to sustain 
the growth of U.S. consumption over the projection horizon, in spite of the 
dampening effects of higher oil prices and the ongoing rebuilding of 
household balance sheets. Temporary tax reductions that were 
announced late last year will also provide a significant boost to consump- 
tion in 2011. 


Business investment in equipment and software is projected to grow solidly 
through 2013, driven by the low cost of capital, firms’ healthy balance 
sheets and the overall improvement in economic conditions. In contrast, 
only a modest recovery in the construction of new homes and non-residen- 
tial structures is anticipated over the projection horizon. 


4 Asis customary in the April issue of the Monetary Policy Report, the projection horizon has been ex- 
tended by one year, in this case to 2013. 


The global economic recovery is 
projected to proceed at a steady pace 
over 2011-13 


U.S. real GDP is expected to grow by 
roughly 3 per cent through 2013 
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Table 1: Projection for global economic growth 


Share of real Projected growth (per cent)? 
global GDP? 
ae cent) 2010 2012 2013 


United States a0) (BES) 


Euro area 15) Hes 1.8 (1.5) 


Japan® 0 (4. 0.8 (1.4 
China 13 9.3 (9.3) 
Rest of the world 4.3 (4.0 


Cr CT ETT 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country 
GDPs for 2009. Source: IMF, WEO, October 2010 

b. Numbers in parentheses are projections used for the January 2011 Monetary Policy Report. 
Source: Bank of Canada 

c. Owing to historical revisions to the first three quarters of 2010, the growth rate of GDP in Japan for that 
year is lower than projected in the January Report. 


Along with the sustained recovery in private demand, net exports are expected 
to provide increasing support to U.S. economic growth over the projection 
horizon, owing to strong external demand for U.S. goods and services. 


In the euro area, real GDP is expected to increase by about 1.8 per cent on 


In the euro area, real GDP is expected an average annual basis through 2011-12. Growth in domestic demand will 
to increase by about 1.8 per cent be constrained by the effects of fiscal consolidation, lingering concerns 
through 2011-12 about public finances in the peripheral countries and higher oil prices. 


However, net exports are projected to contribute significantly to growth in 
economic activity, Supported by robust demand in China and other trading 
partners. In 2013, real GDP growth is expected to rise to 2.3 per cent as the 
important drag from fiscal austerity measures starts to fade. 


Growth is projected to slow markedly in Japan in 2011, reflecting the 
Growth is projected to slow markedly in unwinding of fiscal incentives, the earlier appreciation of the yen and the 
Japan in 2011 drop in output stemming from the damage caused by the earthquake. 
Growth in the Japanese economy in 2011 has been reduced to 0.8 per cent 
in the Bank’s latest projection. Over 2012-13, growth is expected to recover, 
owing to reconstruction activity, as well as a gradual strengthening in pri- 
vate demand, supported by improving labour market conditions. 


In China, further monetary and credit tightening and higher commodity 
prices are projected to moderate growth over 2011-13. A modest rotation of 
domestic demand toward consumption and away from investment is antici- 
pated, facilitated by the introduction of new structural policy measures that 
should lessen the need for precautionary savings.° Growth in net exports is 
expected to slow over the projection period in response to an appreciation 
of the Chinese real effective exchange rate. 


Growth in other emerging-market economies is also projected to moderate 
through 2013, in response to the somewhat slower growth in China, the 
unwinding of the fiscal stimulus introduced during the recession, tighter 
monetary policy in reaction to heightened inflationary pressures and an 
anticipated modest appreciation of their real exchange rates. 


5 Inthe 2011 annual “Report on the Work of the Government,” the Chinese authorities indicate that they 
will significantly increase spending on public housing, public health care, education reform and social 
security. 
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Chart 12: Oil prices are expected to remain roughly unchanged, but natural 
gas prices are projected to increase through 2013 
Monthly data 
US$/Million Btu US$/Barrel 
120 


60 
40 
20 
0 
2009 2010 2011 2012 2013 
—— Natural gas (left scale) —— Crude oil (right scale) 
--= Natural gas futures price # === Crude oil futures price 
—— Natural gas futures price (January Report) © — Crude oil futures price (January Report) 


* Spot price for crude oil (8 April 2011) 
e Spot price for natural gas (8 April 2011) 
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Note: Values for crude oil and natural gas prices in April 2011 are estimates based on the average daily 
spot prices up to 8 April 2011. 
Source: NYMEX 


The Bank of Canada’s commodity price index is expected to remain above 

the levels anticipated in the January Report, owing to higher prices for oil The Bank of Canada’s commodity price 
and non-energy commodities. Based on the latest futures curve, West index is expected to remain above the 
Texas Intermediate (WTI) oil prices are projected to remain in the US$103 to levels anticipated in the January Report 
$109 range (Chart 12). Natural gas prices, as suggested by the latest 

futures curve, are projected to rise modestly, as demand shifts away from 

oil toward other energy sources. Prices are nevertheless expected to remain 

low relative to their historical relationship with oil prices over the projection 

horizon, with the excess supply from shale production helping to contain 

price increases. Prices for non-energy commodities are anticipated to 

increase moderately over the rest of 2011, reflecting the lingering effects of 

tight supply conditions on the prices of metals and agricultural products. 

Thereafter, the prices of non-energy commodities are expected to decline in 

response to a gradual increase in metals production, the normalization of 

crop yields and some deceleration in demand from emerging-market 

economies. 


The Bank’s base-case scenario suggests that global imbalances will remain 

large through 2013 (Chart 13). Although actions taken by some emerging- The Bank’s base-case scenario 
market authorities to limit the nominal appreciation of their exchange rates suggests that global imbalances will 
will delay the resolution of these imbalances, rising inflation rates in some of remain large through 2013 
these countries are pushing their real exchange rates higher (Chart 14). In 

the United States, the anticipated fiscal consolidation should lead to 

increased national savings, but the negative effect of higher oil prices on 

the terms of trade is expected to delay the improvement in the current 

account balance. Elevated commodity prices, in contrast, should 

strengthen the current account balances of commodity-producing coun- 

tries, which, as a group, already enjoy a large current account surplus. 
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Chart 13: Global imbalances are projected to remain large through 2013 
Current account balance as a percentage of world GDP, annual data 
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Note: The residual represents the statistical error and has been kept constant at its last historical value 
over the projection period. 
Sources: International Monetary Fund and Bank of Canada projections 


Chart 14: Rising inflation rates in some Asian economies are contributing to 
the appreciation of their real effective exchange rates 
Change from February 2010 to February 2011 
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The Canadian Economy 


Economic activity in Canada has been stronger in recent quarters than the 


Bank had expected in the January Report. A more modest pace of growth is Economic activity in Canada has been 
projected in the period ahead, reflecting the broad economic forces identified stronger in recent quarters than the 

in the January Report. The expected rebalancing of aggregate demand in Bank had expected in the January 
Canada has begun, with investment picking up strongly and contributions to Report 


growth from government expenditures scheduled to fade. Household spending 

has shown greater-than-expected momentum in recent quarters. The Bank 

continues to expect growth in consumption and residential investment to slow 

over the projection horizon, although the supportive effects of higher terms of 

trade on incomes and wealth point to a slightly stronger profile than previously 

anticipated. The improvement in net exports anticipated in the January Report 

has occurred more quickly than expected, but further improvement will likely The expected rebalancing of aggregate 
be restrained by the persistent strength in the Canadian dollar and a slightly demand in Canada has begun 

lower profile for U.S. growth than had previously been projected. 


While underlying inflation is subdued, a number of temporary factors will 
boost total CPI inflation to around 3 per cent in the second quarter of 2011 
before total CPI inflation converges to the 2 per cent target by the middle of 
2012. This short-term volatility reflects the impact of recent sharp increases 
in energy prices and the ongoing boost from changes in provincial indirect 
taxes. Core inflation has fallen further in recent months, in part due to tem- 
porary factors. It is expected to rise gradually to 2 per cent by the middle of 
2012 as excess supply in the economy is slowly absorbed, labour compen- 
sation growth stays modest, productivity recovers and inflation expecta- 
tions remain well anchored. 


The persistent strength of the Canadian dollar could create even greater 


headwinds for the Canadian economy, putting additional downward pres- The persistent strength of the Canadian 
sure on inflation through weaker-than-expected net exports and larger dollar could create even greater head- 
declines in import prices. winds for the Canadian economy 


Recent Developments 


Economic Activity 


Real GDP in Canada grew at an annual rate of 3.3 per cent in the fourth 
quarter of 2010, and is estimated to have picked up further to 4.2 per cent 
in the first quarter of 2011. This has been a stronger rebound than was 
expected at the time of the January Report, reflecting stronger exports and 
consumption. Higher commodity prices have resulted in large increases in 
Canada’s terms of trade, leading to renewed strong growth in real gross 
domestic income (GDI) (Chart 15 and Technical Box 2). 
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Household spending has moved more 
in line with the growth in household 


incomes 
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Chart 15: Growth in Canadian real gross domestic income has been noticeably 
greater than that of real GDP recently, owing to significant gains in 
the terms of trade 


Quarterly growth at annual rates 


o/ 
70 


10 
) 
0 
-5 
-10 
-15 
-20 
2006 2007 2008 2009 2010 2011 
—— Real GDP —— Real GDI 
Note: Numbers for 2011Q1 are Bank of Canada estimates. 
Source: Statistics Canada 
Chart 16: Household spending has been moving more in line with the 
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Household spending has moved more in line with the growth in household 
incomes. In the fourth quarter, rapid growth in consumption was consistent 
with a strong increase in disposable income (Chart 16), leaving the savings 
rate little changed at 4.0 per cent. While the strong growth in disposable 
income in the last quarter of 2010 was supported by an improving labour 
market, it also received a temporary boost from government transfers related 
to the earlier introduction of the harmonized sales tax (HST) in Ontario. In the 
first quarter, the Bank estimates that growth in consumption slowed in line 
with moderating income growth, although both continue to be supported by 
higher terms of trade and gains in household net worth. In that context, resi- 
dential investment has remained at a high level in recent quarters, although 
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Technical Box 2 


Large and persistent increases in the real prices of 
energy and non-energy commodities can have a 
significant impact on the Canadian economy.’ The 
magnitude of their impact and the implications for 
policy depend on the nature of the forces driving their 
movements.’ 


Commodity prices affect the evolution of economic 
activity and inflation in Canada through various chan- 
nels (Table 2-A). 


Direct CPI channel: Commodities are part of the 
consumption basket in Canada. Consequently, an 
increase in commodity prices has a direct impact on 
some components of the CPI, such as gasoline, fuel 
oil, natural gas, food and transportation. Because the 
core CPI excludes the eight most volatile compon- 
ents of the CPI, many of which are heavily influenced 
by changes in commodity prices, an increase in 
those prices has a stronger effect on total inflation 
than on core inflation (Table 2-8B).° But this effect can 
take time to manifest itself (Chart 2-A), and firms may 
also absorb part of the increase in costs through 
lower profit margins.** 


Terms-of-trade channel: Because Canada is a net 
exporter of commodities, an increase in commodity 
prices raises export prices relative to import prices. 
This causes a terms-of-trade improvement, which 
increases Canadians’ power to purchase foreign 
goods and services, as measured by real gross 


1 The commodity sector directly accounts for about 7 per cent of GDP in 
Canada. 


2 Anumber of articles published in the Bank of Canada Review in recent 
years have examined the impact of commodity prices on the economy. 
See, for example, M. Francis, “Adjusting to the Commodity-Price 
Boom: The Experiences of Four Industrialized Countries” (Autumn 
2008); D. Dupuis and P. Marcil, “The Effects of Recent Relative Price 
Movements on the Canadian Economy” (Autumn 2008); and G. Stuber, 
“The Changing Effects of Energy-Price Shocks on Economic Activity 
and Inflation” (Summer 2001). 


3 Unlike the core inflation measure used in the United States and some 
other countries, Canada’s core CPI includes most food items. 


4 The lags in the effects of commodity-price movements on CPI com- 
ponents reflect the presence of long-term contracts and adjustment 
costs. 


5 Commodity-price movements can also have second-round effects on 
wages and other prices as expectations of future inflation increase. 
There has been little evidence of such second-round effects in Canada 
in the past two decades, however, since inflation expectations have 
been well anchored at the 2 per cent inflation target. 


The Impact of Commodity Prices on the Canadian Economy 


domestic income (GDI, Chart 2-B). This increase in 
real income also triggers increased spending on 
domestically produced goods and services. 


Production-costs channel: An increase in com- 
modity prices raises production costs wherever com- 
modities are used as an input. This can reduce the 
level of potential activity in the economy and con- 
tribute to inflationary pressures. 


Commodity-supply channel: An increase in com- 
modity prices pushes up profits in the commodity 
sector, which in turn stimulates production, labour, 
capital and wages in that sector. 


The inflationary pressures stemming from these 
channels are dampened by Canada’s flexible 
exchange rate regime. Typically, the Canadian dollar 


Table 2-A: The impact of an increase in commodity 
prices on Canada’s economy depends on 
the source 


Real GDP Inflation 


Commodity- | Commodity- Commodity- | Commodity- 
supply shock | demand shock | supply shock | demand shock 


Channels 


Direct CPI A 
Terms-of- 

trade 4 
Production- Z 
costs 

Commodity- A 


supply 


Foreign- 
demand 


4) N 


Table 2-B: Food and energy in the CPI 


[| Weight in total CPI Weight in core CPI? 


Food 176 
Energy 


N 


Other goods 


Other services? 


a. Core CPI includes all food components except fruits and vegetables 
and excludes all energy components except electricity. 
b. Meals at restaurants are classified as a service. 


(continued) 
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The Impact of Commodity Prices on the Canadian Economy 


appreciates in response to increases in commodity 
prices, which reduces import prices and restrains 
inflation more generally. 


Finally, the degree to which higher commodity prices 
affect the Canadian economy depends on the 
foreign-demand channel, which can offset or 
amplify the other channels, depending on the factors 
responsible for the increases. Commodity-price rises 
that reflect speculation or supply disruptions 
(because of geopolitical considerations or extreme 
weather conditions, for example) push global produc- 
tion costs higher. Since Canada’s main trading part- 
ners are net commodity importers, their lower 
economic activity will depress demand for Canada’s 
non-commodity exports. In contrast, if the increase in 
commodity prices is caused by an increase in global 
activity that also raises the demand for commodities, 
then additional benefits would accrue to the 
Canadian economy, since demand for Canadian 
non-commodity exports would also increase. 


Policy-makers can look through short-lived supply 
shocks and speculative overshoots. In contrast, when 
the increase in commodity prices is caused by higher 
world demand, the net effect on Canada’s real GDP 
will be positive, and the impact on Canadian inflation 
will generally be more pronounced. The greater the 
importance of Canada’s non-commodity exports to 
countries driving the surge in global demand, the 
greater the impact will be. 


Despite recent supply disruptions caused by geopolit- 
ical unrest and natural disasters, as well as speculative 
pressures that have, on occasion, reinforced the direc- 
tion of price moves driven by fundamentals, the Bank’s 
view is that a large, sustained increase in demand 
stemming from rapid growth in the emerging world has 
been the primary driver of the most recent boom in 
commodity prices. However, given that only 10 per 
cent of Canada’s exports go to emerging economies, 
activity in the Canadian economy is not likely to benefit 
as much as it has in past commodity booms that were 
driven mainly by U.S. economic growth. 


1 8 THE CANADIAN ECONOMY 


BANK OF CANADA ® MONETARY POLICY REPORT ® APRIL 2011 


Chart 2-A: The large rise in world raw food prices is expected 
to boost Canadian CPI food prices with some lag 
Year-over-year percentage change, monthly data 
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Sources: Statistics Canada and Bank of Canada calculations 
Chart 2-B: Canada’s terms of trade have closely 


followed the movements in global commodity prices 
Index: 1997Q1 = 100, quarterly data 
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Chart 17: Despite rapid growth in recent quarters, business investment 
remains well below its pre-recession peak 
Index: 2008Q3 = 100, chained 2002 dollars, quarterly data 
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the estimated pickup in activity in the first quarter may partly reflect timing 
effects related to changes in mortgage insurance rules.° 


Business fixed investment has continued to grow at a robust pace in recent 
quarters, driven in particular by activity in primary industries. Nonetheless, 
the estimated level of business investment in the first quarter remained well 
below its pre-recession peak (Chart 17). 


While net exports made a greater contribution to growth in the fourth quarter 
than had been expected at the time of the January Report, this followed a 
period of persistently large negative contributions through much of 2009 and 
2010, and preliminary evidence suggests another negative contribution in the 
first quarter of 2011. The rebound in exports in the fourth quarter was driven 
by higher commodity exports, in part due to one-off factors such as restarted 
and expanded pipeline capacity. While exports of manufactured goods such 
as motor vehicles have picked up more recently, the supply disruptions that 
have been experienced in the aftermath of the earthquake in Japan are pro- 
jected to reduce the growth in the Canadian economy in the second quarter 
by about half a percentage point, with that lost activity likely to be recovered 
in subsequent quarters (Technical Box 1). Import growth has been volatile, 
largely reflecting swings in inventory investment which, after pulling back 
sharply in the fourth quarter of 2010, appears to have normalized in the first 
quarter. 


Estimated Pressures on Capacity 


Various indicators of capacity pressures suggest the persistence of excess 
supply in the Canadian economy. The Bank’s conventional measure of the 
output gap indicates that excess capacity in the economy narrowed in the 
first quarter of 2011, to about -0.9 per cent (Chart 18). The Bank’s spring 


6 Effective 18 March 2011, there was a reduction in the maximum amortization period to 30 years from 35 
years for new government-backed insured mortgages with loan-to-value ratios of more than 80 per cent. 
There was also a reduction in the maximum that Canadians can borrow to refinance their mortgages to 
85 per cent from 90 per cent of the value of their homes. The withdrawal of government insurance back- 
ing on lines of credit secured by homes, such as HELOCs, will come into force on 18 April 2011. 


The rebound in exports in the fourth 
quarter was driven by higher com- 
modity exports, in part due to one-off 
factors 
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Chart 18: Material excess supply remains in the Canadian economy 
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a. Response to Business Outlook Survey question on capacity pressures. Percentage of firms 
indicating that they would have either some or significant difficulty meeting an unanticipated 
increase in demand/sales. 

b. Response to Business Outlook Survey question on labour shortages. Percentage of firms 
reporting labour shortages that restrict their ability to meet demand. 

c. Difference between actual output and estimated potential output from the Bank of Canada’s 
conventional measure. The estimate for the first quarter of 2011 (indicated by *) is based on 
a projected increase in output of 4.2 per cent (at annual rates) for the quarter. 


Source: Bank of Canada Last observation: 2011Q1 


Chart 19: Despite the recovery in employment, the unemployment rate 
remains elevated 
Monthly data 
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Business Outlook Survey (available on the Bank’s website under 
Publications and Research > Periodicals > BOS Spring 2011) suggests a 
lesser degree of slack in the economy, with the proportion of firms indi- 
cating that they would have difficulty responding to an unexpected increase 
in demand now back at its historical average. However, the survey also 
indicates that the proportion of firms facing labour shortages remains well 
below its historical average. This is consistent with the relatively high 
unemployment rate and weakness in average weekly hours worked, and 
implies persistent slack in the labour market (Chart 19). 


BANK OF CANADA ® MONETARY POLICY REPORT ® APRIL 2011 


On balance, the Bank judges that the economy continued to operate with a 
material degree of slack in the first quarter of 2011, at about 1 per cent 
below its production capacity. This is a smaller gap than the Bank had 
projected in January. 


Inflation and the 2 Per Cent Target 


As expected, core CPI inflation has fallen further in recent months (Chart 20). 
A number of transitory factors have been dampening the year-over-year rate 
of core inflation, notably the effects of unusually large increases a year ago 
for motor vehicles and hotel accommodation (the latter related to the 
Vancouver Winter Olympics), as well as recent rebates on electricity prices in 
Ontario. In addition, there is evidence that some of the HST-related tax 
refunds to businesses have been passed through to consumers, lowering 
core inflation by about 0.3 percentage points, in line with the Bank’s prior 
expectations. Looking through these factors, underlying inflation has 
remained broadly stable at a rate slightly above 1/2 per cent, reflecting persis- 
tent excess supply in the economy, as well as the moderate growth of unit 
labour costs (Chart 21) and the appreciation of the Canadian dollar. 


Total CPI inflation averaged 2.3 per cent in January and February, 
unchanged from its average rate in the fourth quarter of 2010. The effects of 
higher world prices for energy and other commodities on Canadian inflation 
have been tempered by the appreciation of the Canadian dollar. The direct 
impact of the HST and other changes in provincial indirect taxes instituted 
since July 2010 are also continuing to boost the 12-month rate of change in 
total CPI. 


Measures of near-term inflation expectations have risen slightly in recent 
months, reflecting observed increases in commodity prices, while measures 
of longer-term inflation expectations have remained little changed. The April 
Consensus Economics forecast for total CPI inflation was 2.4 per cent in 2011 
and very close to the target in 2012 (2.1 per cent). Expectations for average 
inflation over the next two years, as reported in the Bank’s spring Business 
Outlook Survey, are concentrated within the 1 to 3 per cent control range, 


Chart 20: Core inflation remains subdued, while total inflation 
has been boosted by temporary factors 
Year-over-year percentage change, monthly data 
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a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes 
on the remaining components 
Source: Statistics Canada Last observation: February 2011 


On balance, the Bank judges that the 
economy continued to operate with 
a material degree of slack in the first 
quarter of 2011 


Underlying inflation has remained 
broadly stable at a rate slightly above 
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The Bank judges that inflation expecta- 
tions are well anchored at the 2 per cent 
target 
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Chart 21: Despite some recent pickup, the growth of unit labour costs 
has been moderate over the past year 
Year-over-year percentage change, quarterly data 
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with a majority of firms now expecting inflation to be in the upper half of the 
range, consistent with the recent rapid increase in commodity prices. Market- 
based measures of longer-term inflation expectations continue to be con- 
sistent with the 2 per cent inflation-control target. Overall, the Bank judges 
that inflation expectations are well anchored at the 2 per cent target. 


Canadian Financial Conditions 


Financial conditions in Canada remain exceptionally stimulative, providing 
important ongoing support to the economic recovery. Despite a modest 
increase over the past year, effective borrowing costs for households and 
businesses continue to be very low by historical standards (Chart 22). The 
growth of total private credit has recently moved somewhat above its histor- 
ical average, as growth in business credit has picked up sharply (Chart 23). 


The favourable effective borrowing costs for households are underpinned 
by the ongoing low level of bank financing costs. Following some slowing in 
2010, a pickup in household credit growth has been observed in recent 
months, partly reflecting stronger activity in the resale housing market. 


In addition to very low effective borrowing costs, Canadian firms have seen 
further easing in their access to financing in recent months. According to 
the Bank’s Senior Loan Officer Survey for the first quarter of 2011 (available 
on the Bank’s website under Publications and Research > Periodicals > 
SLOS 2011Q1), greater competition among lending institutions, and from 
capital markets, together with a more favourable economic outlook, has led 
to a further loosening of lending conditions for a wider range of borrowers 
(Chart 24). Results from the latest Business Outlook Survey also suggest 
that credit conditions have eased further in recent months. Investor demand 
for risky assets is buoyant, reflecting expectations of an improving global 
economy, as well as the low level of government bond yields. Accordingly, 
credit spreads have remained narrow, corporate bond issuance has been 
strong and the S&P/TSX Composite Index has recovered further. In 
response to more favourable financing conditions and the robust recovery 
in business investment, the overall growth of business credit has picked up 
markedly in recent months. 
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Chart 22: Borrowing costs for households and businesses remain at 


exceptionally low levels 
Weekly data 
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—— Effective business interest rate 
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Note: For more information on these series, see <http://credit.bankofcanada.ca/financialconditions>. 


Source: Bank of Canada calculations 


Last observation: 8 April 2011 


Chart 23: The growth rate of business credit is picking up noticeably 
3-month percentage change (at annual rates) 
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Compared with the unusually rapid pace registered between the end of 2008 
and early 2010, growth in the narrow monetary aggregates has been mod- 
erate in recent months, consistent with reduced liquidity preference among 
households and firms. Growth in the broader M2++ aggregate remains below 
its historical average, suggesting subdued inflation pressures ahead. 
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Chart 24: Survey results suggest that credit conditions for Canadian 
non-financial firms eased further in 2011Q1 
Balance of opinion 
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a. Weighted percentage of surveyed financial institutions reporting tightened credit conditions minus the 
weighted percentage reporting eased credit conditions 

b. Percentage of firms reporting tightened credit conditions minus percentage reporting eased credit 
conditions 

Source: Bank of Canada Last observation: 2011Q1 


Exchange Rate 


The Canadian dollar has averaged 103 cents U.S. since the March fixed 
announcement date, higher than the 100 cents assumed in the January 
Report. The Canadian-dollar effective exchange rate index (CERI) has 
appreciated to a similar extent (Chart 25). 


Chart 25: The Canadian dollar has continued to appreciate since 
the January Report 
Daily data 
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Outlook for the Canadian Economy 


The Bank’s base-case projection incorporates the following key assump- 
tions: a Canada/U.S. exchange rate averaging 103 cents U.S.; energy prices 
in line with recent futures prices; persistently strong prices for non-energy 
commodities; and supportive global credit conditions. 


Aggregate Demand and Supply 


The Bank expects the rotation of aggregate demand in Canada toward 
business investment and net exports and away from government and 
household expenditures to continue over the projection horizon (Chart 26). 
The stronger economic expansion observed in recent quarters is projected 
to give way to a more modest pace, as the particularly strong rebound in 
exports observed recently is unlikely to be sustained, given ongoing com- 
petitiveness challenges, including headwinds from the persistent strength in 
the Canadian dollar, as well as the one-off nature of certain elements of the 
rebound (Table 2 and Chart 27). Some of the recent stronger-than- 
expected momentum in household spending is projected to persist, how- 
ever, reflecting in part the effects of higher terms of trade. 


On an average annual basis, real GDP is projected to grow by 2.9 per cent 
in 2011 and 2.6 per cent in 2012, while growth in 2013 is expected to equal 
that of potential output (2.1 per cent), with the economy operating at full 
capacity. This growth profile implies a slightly higher level of activity across 
the medium-term projection horizon, with the Bank now expecting the 
economy to return to full capacity around the middle of 2012, two quarters 
earlier than had been projected in the January Report. 


As in January, the Bank expects the growth of consumer spending over the 
projection horizon to evolve broadly in line with that of personal disposable 
income, leaving the savings rate relatively stable at a low level and the ratio 
of household debt to income near historic highs (Chart 28). The growth of 


Chart 26: Demand in Canada is projected to rely increasingly on business 
investment and net exports, and less on government and household 
expenditures 
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Note: Contributions for 2010H1 and 2010H2 are proxied by the average quarterly contributions. 
Sources: Statistics Canada and Bank of Canada calculations and projections 
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Table 2: Contributions to average annual real GDP growth 
Percentage points? 


Consumption 


Housing 


Government 


Business fixed investment 


Exports 2.9 (1.8) 
Subtotal: Net exports “Li 0.1 (0.1) 
Inventories -0.1 -0.1) 
Memo items: 


Potential output 1.6 (1.6) 1.8 (1.8) 
Real gross domestic income (GDI!) 49 (4.8) 47 (3.4) 


a. Figures in parentheses are from the base-case projection in the January 2011 Monetary Policy Report. 
Those for potential output are from Technical Box 2 in the October 2010 Report. 


Chart 27: Real GDP is expected to grow at a rate consistent with the gradual 
absorption of excess supply 
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disposable income is expected to moderate with the withdrawal of fiscal 


Residential investment remains unlikely stimulus, previously announced compensation restraints by governments 
to contribute to overall GDP growth and a slow recovery in average hours worked. Higher terms of trade are 
over the projection horizon expected to provide some offsetting boost to household incomes over the 


projection horizon, and have led to higher household wealth. While these 
supports are projected to result in a slightly stronger profile for consumer 
spending than had been expected in the January Report, their impact is 
likely to be limited, with household balance sheets remaining stretched and 
consumption unlikely to be bolstered by gains in house prices. In that con- 
text, and with a projected reduction in housing affordability, residential 
investment remains unlikely to contribute to overall GDP growth over the 
projection horizon. Thus, the Bank continues to expect the share of the 


P26 THE CANADIAN ECONOMY 
BANK OF CANADA ® MONETARY POLICY REPORT ® APRIL 2011 


a 


Chart 28: The Canadian personal savings rate is projected to remain near 
historic lows 


Quarterly data 


1975 1980 1985 1990 1995 2000 2005 2010 
—— Personal savings rate 


Sources: Statistics Canada and Bank of Canada calculations and projections 
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Chart 29: The share of household expenditures in GDP is expected to decline 
toward its historical average 
Quarterly data 


0.64 


0.62 


1975 1980 1985 1990 1995 2000 2005 2010 


—— Nominal consumption and residential == Average from 1975Q1 to present 
investment to nominal GDP 


Sources: Statistics Canada and Bank of Canada calculations and projections 
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economy accounted for by consumer spending and residential investment 
to decline toward its historical average (Chart 29). 


The Bank’s base-case scenario continues to assume that the contribution of 
government spending to real GDP growth will turn negative over the 2011-12 
period, consistent with the previously announced unwinding of fiscal 
stimulus. Revisions to the national accounts data reveal that more of the 
stimulus spending appears to have been delivered in 2010 than had been 
previously estimated, boosting the contribution of government spending in 
that year and correspondingly reducing its assumed contribution to the 
growth of GDP in 2011. 
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Business fixed investment is expected 
to continue to rise rapidly 
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Business fixed investment is expected to continue to rise rapidly over the 
projection horizon as the unusually sharp decline experienced during the 
recession is unwound (Chart 30). This reflects the solid financial positions 
of Canadian firms (Chart 31), favourable credit conditions, higher com- 
modity prices and the stronger Canadian dollar, as well as the impetus to 
improve productivity amid heightened pressures to become more competi- 
tive. The Bank’s Business Outlook Survey has also indicated a consistently 
high level of investment intentions in recent quarters. Moreover, the latest 
results from the Public and Private Investment Intentions survey conducted 
by Statistics Canada suggest some firming in the growth of business invest- 
ment in 2011. Taking all of these factors into account, the recovery in capital 
spending over the near term is now projected to be slightly more robust 
than previously projected. 


Chart 30: Canadian business fixed investment is projected to continue its recent 
robust growth 


Comparison of Canadian real business investment across economic cycles; 
quarter before the downturn in real GDP = 100, quarterly data 


<—— Quarter before the downturn 
in real GDP 


Quarters after 
the downturn 7 


Quarters 
before the 
downturn 
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Sources: Statistics Canada and Bank of Canada calculations and projections 

Chart 31: With liquidity high and leverage low, non-financial firms are 


well positioned to invest 
Quarterly data 


2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 
—— Debt-to-equity ratio == Quick ratio? 


a. The quick ratio is defined as short-term assets (less inventories) over short-term liabilities. 
Source: Statistics Canada Last observation: 2010Q4 
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The Bank continues to expect an improvement in net exports over the pro- 


jection horizon, as exports recover and expand with rising external demand, The Bank continues to project that the 
and import growth slows from its previously rapid pace with the moderation recovery in exports will be subdued 

in the growth of domestic demand. The Bank continues to project, however, relative to earlier global recoveries, 

that the recovery in exports will be subdued relative to earlier global recov- with the higher level of the Canadian 
eries, with the higher level of the Canadian dollar assumed in this projection dollar assumed in this projection adding 
adding to long-standing competitiveness challenges. These forces are also to long-standing competitiveness 
expected to boost imports relative to domestic demand, with the solid challenges 


growth in business investment having a similar effect, given its high import 
content. As a result, net exports are expected to make a positive, but 
modest, contribution to growth over the projection horizon. The strength of 
net exports will continue to be sensitive to currency movements and the 
expected recovery in productivity growth, as well as to the prospects for 
external demand. 


The Projection for Inflation 


The Bank expects core inflation to rise gradually to 2 per cent as excess 

supply in the economy is slowly absorbed and inflation expectations remain The Bank expects core inflation to rise 
well anchored (Table 3 and Chart 32). As in January, this increase reflects the gradually to 2 per cent 

unwinding of the transitory influences currently dampening core inflation, 

including the effects of HST-related tax refunds passed on by businesses. The 

combination of ongoing modest growth in labour compensation and higher 

productivity is expected to continue to dampen inflationary pressures, with the 

higher assumed value of the Canadian dollar providing further restraint. 


Although core inflation has been slightly weaker than expected in recent 
months, it is projected to converge to 2 per cent somewhat more quickly than 
in the January Report. This reflects the slightly smaller degree of slack in the 
Canadian economy over the projection horizon, as well as the sharp 
increases in the prices of agricultural commodities observed in recent 
months, which are expected to lead to a somewhat larger increase in food 
prices than had been expected. 


Table 3: Summary of the base-case projection for Canada? 


(quarter-over-quarter 
percentage change 
at annual rates) 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 
(year-over-year 
percentage change) 


Total CPI excluding 
the effect of the 
HST and changes in 
other indirect taxes 
(year-over-year 
percentage change) 


wrTle 
(level) 


a. Figures in parentheses are from the base-case projection in the January Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of 
futures contracts over the two weeks ending 8 April 2011 
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Total CPI inflation is expected to con- 
verge to core inflation at the 2 per cent 
target by the middle of 2012 
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Chart 32: Total CPI and core inflation in Canada are projected to converge 
to 2 per cent by the middle of 2012 


Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 2011 2012 2013 
— Total CPI —— Core CPI@ === Base-case projection for 
--=- Base-case projection === Base-case projection total CPI excluding effects 
Control range Se arget of the HST and changes in 


other indirect taxes 


a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 
Sources: Statistics Canada and Bank of Canada calculations and projections 


Total CPI inflation is projected to peak around 3 per cent (on a monthly 
basis) in the second quarter of 2011, reflecting the impact of recent sharp 
increases in energy prices and the anticipated rise in core inflation, as well 
as the ongoing boost to inflation from the HST and other changes in provin- 
cial indirect taxes. As with previous changes in indirect taxes, for the pur- 
poses of monetary policy, the Bank is looking through the first-round effect 
on prices. Total CPI inflation is expected to converge to core inflation at the 
2 per cent target by the middle of 2012 as energy prices stabilize. 


This projection includes a gradual reduction in monetary stimulus over the 
projection horizon, consistent with achieving the inflation target. 


The uncertainty surrounding the Bank’s inflation projection is illustrated 
using fan charts. Chart 33 and Chart 34 depict the 50 per cent and 90 per 
cent confidence bands for year-over-year core inflation and total CPI infla- 
tion from the second quarter of 2011 to the end of 2013.’ 


7 Technical details on the construction of the fan charts are available on the Bank’s website; key word 
search: Fan charts. 
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Chart 33: Projection for core CPI inflation Chart 34: Projection for total CPI inflation 


Year-over-year percentage change Year-over-year percentage change 


% 


2010 2011 2012 2013 2010 2011 2012 2013 
— Base-case scenario ll 50 per cent confidence interval — Base-case scenario {i 50 per cent confidence interval 
90 per cent confidence interval 90 per cent confidence interval 
Source: Bank of Canada Source: Bank of Canada 
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Risks to the Outlook 


Although the global economic recovery is expected to continue at a steady 
pace, global risks remain elevated. 


The two main upside risks to inflation in Canada relate to the possibility of 
higher-than-projected commodity prices and global inflation, and increased 
momentum in Canadian household spending. 


m If efforts to restrain excess demand and mounting inflation pressures in 
emerging-market economies prove unsuccessful, commodity prices and 
global inflation could rise much faster than projected, raising incomes in 
Canada through higher export prices and increasing pressures on 
domestic prices. 


B There could be stronger-than-expected momentum in household expendi- 
tures in Canada. With exceptionally stimulative financing conditions, bor- 
rowing could grow faster than income. 


The two main downside risks to inflation relate to headwinds from the persis- 
tent strength in the Canadian dollar and the possibility that growth in house- 
hold spending could be weaker than projected. 


— The persistent strength of the Canadian dollar could create even greater 
headwinds for the Canadian economy, putting additional downward pres- 
sure on inflation through weaker-than-expected net exports and larger 
declines in import prices. 


B® High household debt levels in Canada could lead to a sharper-than- 
expected deceleration in household spending. Relatedly, if there were a 
sudden weakening in the Canadian housing sector, it could have sizable 
spillover effects on other areas of the economy. 


In addition, global uncertainty is being affected by high private and sovereign 
debt levels in many advanced economies, geopolitical tensions and the 
evolving situation in Japan in the aftermath of the Tohoku earthquake. 


Overall, the Bank judges that the risks to the inflation outlook in Canada are 
roughly balanced over the projection horizon. 
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CANADA'S INFLATION-CONTROL STRATEGY” 


Inflation control and the economy 


e Inflation control is not an end in itself; it is the means whereby monetary policy contributes to 


solid economic performance. 


e Low, stable and predictable inflation allows the economy to function more effectively. This 
contributes to better economic growth over time and works to moderate cyclical fluctuations in 


output and employment. 


The monetary policy instrument 


e Announcements regarding the Bank’s policy instrument—the target overnight interest rate—take 
place, under normal circumstances, on eight pre-specified dates during the year. 


e In setting a target for the overnight rate, the Bank of Canada influences short-term interest rates 
to achieve a rate of monetary expansion consistent with the inflation-control target. The trans- 
mission mechanism is complex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


e In February 1991, the federal government and the Bank of Canada jointly agreed on a series of 
targets for reducing total CPI inflation to the midpoint of a range of 1 to 3 per cent by the end of 
1995. The inflation target has been extended a number of times. In November 2006, the agree- 
ment was renewed for a period of five years to the end of 2011. Under this agreement, the Bank 
will continue to conduct monetary policy aimed at keeping total CPI inflation at 2 per cent, with a 
control range of 1 to 3 per cent around the target. 


Monitoring inflation 


e In the short run, a good deal of movement in the CPI is caused by transitory fluctuations in the 
prices of such volatile components as fruit and gasoline, as well as by changes in indirect taxes. 
For this reason, the Bank uses a core measure of CPI inflation as an indicator of the underlying 
trend in inflation. This core measure excludes eight of the most volatile components of the CPI 
and adjusts the remaining components to remove the effect of changes in indirect taxes. 


* See ‘Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of the 
Inflation-Control Target” and background information. Reprinted in the Bank of Canada Review (Winter 
2006-2007): 45-59. 
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This is a report of the Governing Council of the Bank of Canada: 
Mark Carney, Tiff Macklem, John Murray, Timothy Lane, Jean Boivin and Agathe Coté. 


The challenges in the current global economic environment are significant 
but so, too, are the opportunities. . . . For its part, the Bank of Canada has 
a wide range of tools and policy options that it will continue to deploy as 
appropriate in order to ensure that Canadians can seize these opportunities 
in an environment of domestic macroeconomic and financial stability. 


— Mark Carney 


Governor, Bank of Canada 
20 September 2011 
Saint John, New Brunswick 
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Overview 


The global economy has slowed markedly as several downside risks to the 
projection outlined in July have been realized. Financial market volatility has 
increased and there has been a generalized retrenchment from risk-taking 
across global markets. The combination of ongoing deleveraging by banks 
and households, increased fiscal austerity, and declining business and con- 
sumer confidence is expected to restrain growth across the advanced econ- 
omies. The Bank now expects that the euro area—where these dynamics 
are most acute—will experience a brief recession. The Bank’s base-case 
scenario assumes that the euro-area crisis will be contained, although this 
assumption is clearly subject to downside risks. In the United States, dimin- 
ished household confidence, tighter financial conditions and increased fiscal 
drag are expected to result in weak real GDP growth through the first half of 
2012, before growth strengthens gradually thereafter. In Japan, reconstruc- 
tion activity is projected to boost growth over 2012-13, although Japan’s 
economy will be constrained by reduced global activity and the sharp appre- 
ciation of the yen. Growth in China and other emerging-market economies is 
projected to moderate to a more sustainable pace in response to weaker 
external demand and the lagged effects of past policy tightening. These 
developments, combined with recent declines in commodity prices, are 
expected to dampen global inflationary pressures. 


The outlook for the Canadian economy has weakened since July, with the 
significantly less-favourable external environment affecting Canada through 
financial, confidence and trade channels. Although Canadian growth 
rebounded in the third quarter with the unwinding of temporary factors, 
underlying economic momentum has slowed and is expected to remain 
modest through the middle of next year. Domestic demand is expected to 
remain the principal driver of growth over the projection horizon, though at a 
more subdued pace than previously anticipated. Household expenditures are 
now projected to grow relatively modestly as lower commodity prices and 
heightened volatility in financial markets weigh on the incomes, wealth and 
confidence of Canadian households. Business fixed investment is still 
expected to grow solidly in response to very stimulative financial conditions 
and heightened competitive pressures, although it will be dampened by the 
weaker and more uncertain global economic environment. Net exports are 
expected to remain a source of weakness, owing to sluggish foreign demand 
and ongoing competitiveness challenges, including the persistent strength of 
the Canadian dollar. 


Overall, the Bank expects that growth in Canada will be slow through mid-2012 
before picking up as the global economic environment improves, uncertainty 
dissipates and confidence increases. The Bank projects that the economy will 
expand by 2.1 per cent in 2011, 1.9 per cent in 2012 and 2.9 per cent in 2013. 


This report includes data received up to 21 October 2011. 
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OVERVIEW 


The weaker economic outlook implies greater and more persistent economic 
slack than previously anticipated, with the Canadian economy now expected 
to return to full capacity by the end of 2013. As a result, core inflation is 
expected to be slightly softer than previously expected, declining through 
2012 before returning to 2 per cent by the end of 2013. The projection for total 
CPI inflation has also been revised down, reflecting the recent reversal of 
earlier sharp increases in world energy prices as well as modestly weaker 
core inflation. Total CPI inflation is expected to trough around 1 per cent by 
the middle of 2012 before rising with core inflation to the 2 per cent target 

by the end of 2013, as excess supply in the economy is slowly absorbed. 


Several significant upside and downside risks are present in the inflation 
outlook for Canada. 


The three main upside risks to inflation in Canada relate to the possibility 
of stronger-than-expected inflationary pressures in the global economy, 
stronger momentum in Canadian household spending, and the possibility 
of a faster-than-expected rebound in business and consumer confidence, 
due to more decisive policy action in the major advanced economies. 


The three main downside risks to inflation in Canada relate to sovereign debt 
and banking concerns in Europe, the increased probability of a recession in 
the U.S. economy, and the possibility that growth in household spending 
could be weaker than projected. 


Overall, the Bank judges that these risks are roughly balanced over the 
projection horizon. 


Reflecting all of these factors, on 25 October, the Bank maintained the target 
for the overnight rate at 1 per cent. With the target interest rate near historic 
lows and the financial system functioning well, there is considerable mon- 
etary policy stimulus in Canada. The Bank will continue to monitor carefully 
economic and financial developments in the Canadian and global economies, 
together with the evolution of risks, and set monetary policy consistent with 
achieving the 2 per cent inflation target over the medium term. 
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The Global Economy 


The global economy has slowed markedly as several of the downside risks 

to the projection outlined in the July Monetary Policy Report have been The global economy has slowed 
realized. Acute fiscal and financial strains in Europe and concerns about the markedly 
strength of global economic activity have led to increased financial market 

volatility, reduced business and consumer confidence, and a generalized 

retrenchment from risk-taking. In this context, pressures in the European 

banking sector have escalated, contributing to a sharp slowdown in eco- 

nomic growth in the euro area. In the United States, revisions to national 

accounts data indicate that the recent recession was deeper than previ- 

ously reported, and the recovery shallower. Growth in many emerging- 

market economies has also moderated, although it remains relatively 

robust. Commodity prices have declined significantly in response to 

diminished prospects for global economic growth. 


Consistent with historical experience following severe financial crises, the 

recovery in advanced economies is projected to continue at a much slower In the euro area, economic growth 
pace than is typical in post-recession periods. In the euro area, economic is expected to remain weak over the 
growth is expected to remain weak over the projection horizon. Eventhough _ projection horizon 

the Bank’s projection assumes that steps are taken to contain the crisis, 

growth is expected to be restrained by ongoing bank and sovereign 

deleveraging and only a gradual recovery in confidence. Repair of house- 

hold balance sheets and an anticipated tightening in fiscal policy are also 

expected to weigh on real GDP growth in the United States. Growth in 

emerging-market economies is projected to decelerate in response to lower 

demand from advanced economies. Owing to the lack of exchange rate 

adjustment and limited progress in rebalancing global demand, the weak 

and uneven nature of the current recovery is expected to persist. 


Recent Developments 


Global economic growth has weakened considerably in recent months, 
reflecting a sharp slowing in activity in the United States and the euro area 
(Chart 1). The pace of growth in emerging-market economies has also 
decelerated, albeit from relatively high levels. 


Real GDP growth in the euro area fell to 0.6 per cent in the second quarter, 
well below expectations at the time of the July Report, and recent indicators 
point to continued weakness in the third quarter. Growth in the core econ- 
omies has slowed significantly, while economic activity in the periphery 
remains subdued. Consumer and business confidence, which were already 
low in the periphery, have also dropped markedly in the core economies. 
Euro-area banks are restricting access to credit as they attempt to delever 
(Chart 2). Slowing economic activity, reduced confidence and heightened 
financial stress are becoming mutually reinforcing as concerns regarding 
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Revisions indicate that the U.S. 
recession was deeper and the recovery 
shallower than previously reported 
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Chart 1: Global economic growth has weakened considerably in recent months 
World manufacturing purchasing managers’ index, monthy data 
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A reading above (below) 50 indicates that a larger percentage of firms reported that their production 
expanded (contracted) compared with the previous month, while a reading at 50 indicates that production 
was unchanged from the previous month. 

Sources: JPMorgan and Markit Last observation: September 2011 
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Chart 2: Euro-area banks are restricting access to credit 
Net percentages of banks contributing to credit tightening for enterprises 
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the fiscal sustainability of peripheral Europe spread to some of the core 
economies, increasing worries about the stability of the banking system. 


In the United States, information released since the July Report points to a 
much lower path for U.S. real GDP in recent years than earlier estimates 
had suggested. While the fundamental forces and dynamics affecting the 
U.S. economy have not changed, their magnitudes now appear much larger 
(Technical Box 1). The July revisions to the national accounts data indicate 
that the U.S. recession was deeper and the recovery shallower than previ- 
ously reported. Real GDP growth has slowed from an annual rate of roughly 
2.5 per cent in the second half of 2010 to less than 1.0 per cent in the first 
half of 2011. Growth is estimated to have improved in the third quarter of 
2011, supported by the recent decline in commodity prices and the 
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Technical Box 1 


Deleveraging in the United States Will Continue to Dampen Growth 


History has shown that, following severe financial labour markets, and the need for fiscal consolidation all 
crises, most economies experience a period of sig- imply that growth in U.S. domestic demand—and, 
nificant and lengthy deleveraging as households, hence, growth in demand for Canadian exports—will 
firms and governments reduce their debt loads. Inthe remain modest for the foreseeable future. 

early phase of the deleveraging process, GDP growth 
typically slows significantly, reflecting weaker credit 
growth and higher savings. This deleveraging process 
is currently taking place in the U.S. economy and 
explains, in part, why the Bank continues to predict a 
sluggish recovery by historical standards. 


Chart 1-A: U.S. household net worth fell significantly 
during the recent recession 
U.S. household net worth relative to disposable income, quarterly data 
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6.5 
Prior to the recent financial crisis, the U.S. household 
sector accumulated significant debts as asset prices 
were increasing strongly. U.S. household net worth 
has since fallen by $7.2 trillion or about 12 times cur- 5.9 
rent annual savings (Chart 1-A). As a result, a pro- 57 
longed period of elevated savings will be necessary 
for households to recoup some of their losses and 
achieve their desired level of net worth (Chart 1-B). 
Recent benchmark revisions to the U.S. National 5.1 
Accounts show significantly lower household 4.9 
incomes than previously reported and suggest that 47 
the process of household deleveraging and 
reaccumulation of wealth will be more challenging 4990 1993 1996 1999 2002 2005 2008 2011 a 
than originally anticipated. While increases in house ae 
prices and financial assets could alleviate the Need ee ence ca at ee anaes and Bank 
for households to maintain higher levels of savings, of Canada calculations Last observation: 201103 
no significant gains in wealth are expected in the near 
term. Chart 1-B: Personal savings are low relative to 
the wealth loss experienced since 2007 
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Efforts to repair household balance 
sheets in the United States are exerting 
a much stronger restraining effect on 


domestic demand 
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Chart 3: Employment in the United States has remained weak 


U.S. non-farm employment across economic cycles; 
start of recession = 100, monthly data 
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restoration of supply chains following the natural disasters in Japan. 
However, efforts to repair household balance sheets in the United States 
are exerting a much stronger restraining effect on domestic demand than 
previously anticipated. 


Recent adverse shocks to U.S. household finances and falling consumer 
confidence have led to a marked slowing in U.S. consumption spending and 
have rendered the process of balance-sheet repair even more challenging. 
Employment gains have remained sluggish since the start of the year, with 
net job creation in the private sector slowing and governments continuing to 
cut their payrolls (Chart 3). In addition, household wealth has been hit by 
recent declines in equity prices. Housing demand has remained weak and, 
together with the elevated stock of vacant homes, has depressed residen- 
tial construction. A negative cycle is under way in which persistently high 
rates of mortgage delinquency are creating stress for financial institutions, 
leading to greater caution in the extension of credit and exacerbating the 
weakness in housing demand (Chart 4). This will gradually dissipate as 
households repair their balance sheets. 


U.S. economic activity has been supported through this difficult period by 
strength in business investment and exports. Business investment in equip- 
ment and software has been underpinned by the low cost of capital and 
healthy corporate balance sheets. However, investment in non-residential 
structures has remained subdued in view of continuing excess capacity 
(Chart 5). U.S. exports have benefited from solid demand in emerging- 
market economies and from enhanced competitiveness stemming from 
robust productivity growth and the past depreciation of the U.S. dollar. 


Real GDP in Japan contracted by 2.1 per cent in the second quarter, but 
incoming data point to positive growth in the third quarter, driven by the res- 
toration of supply chains and the reconstruction of infrastructure following the 
natural disasters in March. Household spending has also recovered, sup- 
ported by a pickup in consumer confidence. However, growth in exports, 
which had been an important contributing factor to GDP growth in earlier 
periods, has stalled in the past few months. Owing to concerns that a rising 
yen would weaken export growth even further, Japanese authorities 
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Chart 4: High rates of mortgage delinquency in the United States are 
creating stress for financial institutions 
Delinquency rates on residential real estate loans, quarterly data 
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Source: U.S. Federal Reserve Last observation: 2011Q2 


Chart 5: Business investment in equipment and software has been underpinned 
by the low cost of capital and healthy corporate balance sheets 
Index: 2007Q4 = 100, chained 2005 U.S. dollars, quarterly data 
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intervened in foreign exchange markets at the beginning of August to limit the 
appreciation of the currency. 


In China, growth in real GDP moderated to 9.1 per cent in the third quarter, 
largely in response to the past tightening in monetary policy. The growth of 
consumption has slowed somewhat, but real estate investment remains 
robust, boosted by a government program to build 10 million social housing 
units in each of 2011 and 2012. Reflecting the ongoing weakness in activity 
in advanced economies, China’s export growth has decelerated recently. 
Moderating food prices have contributed to a slight decline in inflation, but 
price pressures remain elevated, with consumer prices rising by 6.1 per 
cent on a year-over-year basis in September—well in excess of the govern- 
ment’s target of 4 per cent. 


Growth in China’s real GDP moderated 
in the third quarter, largely in response 
to the past tightening in monetary 


policy 
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In the major advanced economies, 
underlying inflation pressures remain 
contained 


Chart 6: Global commodity prices have declined significantly since the 
July Report 


Bank of Canada commodity price index (rebased to January 2003 = 100), monthly data 
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Chart 7: Policy rates remain at or near historic lows in most advanced 
economies 
Daily data 
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to a range of 0.0 to 0.1 per cent. The U.S. Federal Reserve has been maintaining a target range for 
its policy rate of 0.0 to 0.25 per cent since 16 December 2008. 

Sources: Bank of Canada, U.S. Federal Reserve, 


European Central Bank and Bank of Japan Last observation: 21 October 2011 


Commodity prices have declined significantly since the July Report in 
response to the deteriorating outlook for global economic growth (Chart 6), 
although they remain high by historical standards. Energy prices have regis- 
tered the sharpest drop, while prices for non-energy commodities have 
decreased more modestly, owing to tight near-term supply conditions for 
agricultural commodities. 


Although underlying inflation pressures in many emerging-market economies 
remain a source of concern, authorities are reluctant to tighten monetary condi- 
tions further, given the declining prospects for global growth. In the major 
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Chart 8: Some central banks have expanded their balance sheets to ease 
monetary conditions further 
Total central bank assets relative to GDP, change from 2007Q2 to 2011Q2 
Percentage points 
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Sources: U.S. Bureau of Economic Analysis; U.S. Federal Reserve; Eurostat; 
European Central Bank; Cabinet Office, Government of Japan; Bank of Japan; 
U.K. Office of National Statistics; and Bank of England Last observation: 2011Q2 


advanced economies, in contrast, underlying inflation pressures remain con- 
tained, reflecting continuing excess supply conditions. Policy interest rates in 
these economies have stayed at or close to historically low levels (Chart 7), and 
a number of central banks have undertaken additional policy actions to ease 
monetary conditions or reduce financial stress (Chart 8). The U.S. Federal 
Reserve has continued on its path of quantitative easing, modifying its balance- 
sheet operations in an effort to put downward pressure on U.S. long-term and 
mortgage interest rates. The European Central Bank (ECB) has announced a 
series of measures, including two long-term refinancing operations and the 
reactivation of its covered-bond purchase program. The Bank of Japan and the 
Bank of England have expanded their asset-purchase programs. 


Developments in Global Financial Markets 


Conditions in global financial markets have deteriorated since the last 
Report and risk aversion has escalated. Markets have experienced signifi- 
cant volatility, triggered by a reassessment of the prospects for global eco- 
nomic growth, as well as heightened worries over debt sustainability in the 
euro area and uncertainty over the direction of fiscal policy in the United 
States. The already-negative tone in financial markets has been exacer- 
bated by numerous credit-rating downgrades of sovereigns and global 
financial institutions. These developments have reinforced concerns about 
the fiscal situations in many major economies and the political challenges 
that must be overcome. 


As aresult, investment flows have shifted toward safer and more-liquid 
assets. Government bond yields in a number of advanced economies, 
where markets are most liquid and which are perceived to be better credit 
risks, have fallen sharply, with 10-year yields trading at or near all-time 
record lows (Chart 9). In addition, safe-haven currencies have appreciated. 


The prices of riskier assets, in contrast, have declined significantly. Global 
equity indexes have decreased by about 5 to 20 per cent since the last 
Report, with an even larger decline reported in financial subindexes 
(Chart 10). Many euro-area sovereigns are facing rising funding costs 


A number of central banks have 
undertaken additional policy actions 
to ease monetary conditions 


Conditions in global financial markets 


have deteriorated since the last Report 


THE GLOBAL ECONOMY 


BANK OF CANADA # MONETARY POLICY REPORT # OCTOBER 2011 


S 


Chart 9: Yields on government bonds in major advanced economies have 
fallen sharply in recent months 
Yields on 10-year government bonds, daily data 


% 


July Report ——> 


2008 2009 2010 2011 
a= Canada ==United States —-= Germany owe Japan 


Source: Bloomberg Last observation: 21 October 2011 


Chart 10: Foreign bank equity indexes have considerably underperformed their 
respective broader indexes 
Bank equity index/broad equity index (1 January 2011 = 100), daily data 
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(Chart 11), and European banks have experienced severe funding pressures 
European banks have experienced and increased costs to insure against default risk (Chart 12),* owing to 
severe funding pressures concerns about their exposures to the sovereign debt of euro-area 
peripheral countries. 


Conditions in corporate credit markets have also deteriorated. Corporate 
spreads have widened, and corporate issuance has fallen to a fraction of 
the levels seen earlier in the year. Liquidity in secondary credit markets has 
been extremely limited, and short-term trading has often been driven by 
headlines regarding the European situation. 


i 


1 European banks appear less willing to lend to one another in the interbank market, as shown by the 
increase in the amounts deposited by banks at the ECB’s deposit facility. 
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Chart 11: Euro-area sovereigns, even some larger core countries, are facing 
rising funding costs 
10-year sovereign yield spreads over German bonds, daily data 
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Chart 12: The costs of insuring European bank debt have risen sharply since 
the July Report 


iTraxx 5-year Senior European Financial CDS Index, daily data 
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Outlook for the Global Economy 


Global economic growth is projected to slow to slightly above 3 per cent in 
2012, well below expectations at the time of the July Report (Table 1). 
Ongoing deleveraging by households, banks and governments, declining 
confidence, and the sovereign debt crisis in Europe are expected to restrain 
growth in the advanced economies. Growth in emerging-market economies 
is projected to slow in response to weakening external demand and the 
lagged effects of past policy tightening. In 2013, global economic growth is 
expected to pick up as confidence improves and corrective policy meas- 
ures expected to be taken in Europe and elsewhere begin to have an effect. 


The Bank’s base-case scenario assumes that the crisis in the euro area will 
be contained and that additional actions will be undertaken to ensure debt 
sustainability, strengthen banks’ capital buffers, and create a larger and 
more effective fund to stabilize the funding costs of affected sovereigns at 
sustainable levels. This assumption is clearly subject to downside risks. 


The Bank’s base-case scenario assumes 
that the crisis in the euro area will be 
contained... 


ec SD 
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... but the Bank nonetheless projects 
a mild recession in the euro area 
beginning at the end of 2011 


U.S. economic growth is expected to 
strengthen gradually, starting in the 
second half of 2012 


Fiscal consolidation in the United States 
is expected to exert an important drag 
on growth 
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Table 1: Projection for global economic growth 
rr Treen Un SUN Pon aOSESSETO 


Share of real Projected growth (per cent)” 
global GDP? 
(per cent) 2013 

United States 3.0 (2.9) 3.3 (3.3) 
Euro area aS tf (1.7) | 1.5 (2.0) 1.5 (1.9) 
Japan 6 4.0 (4.0) -0.6 (-0.6) 2.5 (3.0) 
China 13 [10.4 (10.3) 9.1 (9.3) 8.2 (8.1) 
Rest of the world 46 SE ((S)5)) 4.3 (4.2) 3.3 (3.8) 3.4 (3.6) 


[100 s160 | aeeo | s10o | 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country 
GDPs for 2010. Source: IMF, WEO, September 2011 


b. Numbers in parentheses are projections used for the July 2011 Monetary Policy Report. 
Source: Bank of Canada 


3.7 (3.9) 


Financial strains, bank deleveraging, fiscal austerity measures and declining 
confidence lead nonetheless to a mild recession in the euro area beginning 
at the end of 2011 (Chart 13). The weakened state of banks’ balance sheets 
is projected to constrain both consumption and investment growth, with the 
effects on investment being particularly significant, owing to heavy cor- 
porate reliance on bank funding. A modest recovery is expected to start in 
mid-2012, when credit conditions begin to improve. Real GDP growth is 
projected to gather some momentum in 2013 as the benefits from the 
reforms put in place to address the debt crisis begin to materialize and 
confidence gradually improves. 


Real GDP growth in the United States is projected to remain weak through 
the first half of 2012, averaging about 1 1/4 per cent, or around levels at 
which the probability of recession increases.* However, U.S. economic 
growth is expected to strengthen gradually, starting in the second half of 
2012, in response to an easing in monetary conditions and an improvement 
in the situation in Europe. Consistent with the historical experience following 
severe financial crises elsewhere, growth is projected to remain quite 
modest (Chart 14 and Technical Box 1). GDP growth in 2013 rebounds to 
3.3 per cent, but the level of real GDP by the end of the projection horizon is 
still well below that anticipated in the July Report. 


Fiscal consolidation in the United States is expected to exert an important 
drag on growth of about 1 percentage point in 2012 and 2 percentage 
points in 2013. This is slightly larger than anticipated in the July Report, 
reflecting new measures to restrain government spending adopted as part 
of the agreement to raise the U.S. debt ceiling. The Bank’s projection does 
not include any of the new fiscal stimulus measures proposed by the U.S. 
administration in the American Jobs Act. If fully implemented, these meas- 
ures could add as much as 1.3 percentage points to growth in 2012 through 
tax reductions and increases in expenditures and transfers, but would 
subtract close to 1 percentage point from growth in 2013, when many of 
the proposed measures begin to expire. 


Growth in U.S. consumption is expected to be held back by ongoing ele- 
vated savings rates and a subdued recovery in labour market conditions, 
as well as the drag from fiscal consolidation, which will lower household 
disposable income. An easing in financial conditions in response to the 


2 Historically, very low rates of real GDP growth, consistent with a stall speed, have been associated with 
an increased probability of a recession. For more analysis, refer to: J. J. Nalewaik, “Forecasting Reces- 
sions Using Stall Speeds,” Finance and Economics Discussion Series, Publication No. 2011-24, Board of 
Governors of the Federal Reserve, 2011. 
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Chart 13: The euro area is projected to enter a mild recession at the end of 2011, 
followed by a modest recovery in mid-2012 
Euro-area real GDP across economic cycles; start of recession = 100, quarterly data 
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Chart 14: U.S. real GDP growth is projected to remain modest, consistent 
with the historical experience after severe financial crises 
U.S. real GDP across economic cycles; start of recession = 100, quarterly data 
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Reconstruction activities are expected to 
boost economic growth in Japan 


Real GDP growth in China and 
other emerging-market economies 
is expected to moderate to a more 
sustainable pace 


Commodity prices are projected to 
remain roughly 10 per cent below the 
levels anticipated at the time of the 
July Report 
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U.S. Federal Reserve’s balance-sheet operations is projected to provide 
some offsetting support. The level of residential construction is expected to 
remain weak over 2012-13, with a gradual recovery beginning only around 
the middle of 2012. Growth in the construction of non-residential structures 
is projected to continue at a modest pace through 2013, supported by a 
gradual easing in lending conditions. 


Exports and business investment in equipment and software should con- 
tinue to provide important support for U.S. economic growth over the 
coming years. After some slowing during the first half of 2012, business 
investment is expected to grow robustly over the remainder of the projec- 
tion horizon, boosted by the low cost of capital and gradually improving 
economic conditions. In 2012, export growth is constrained by weakening 
global demand, but is projected to strengthen in 2013 in tandem with the 
recovery in the global economy. 


Reconstruction activities are expected to boost economic growth in Japan 
over 2012-13. Growth is projected to be significantly weaker than was 
anticipated in the July Report, however, owing to reduced prospects for 
global economic growth and the recent sharp appreciation of the yen. 


Real GDP growth in China and other emerging-market economies is 
expected to moderate to a more sustainable pace over the projection 
horizon in response to slowing growth in advanced economies. At the same 
time, a gradual rotation away from exports and toward stronger consump- 
tion is projected, facilitated by structural policies and a modest appreciation 
of the real effective exchange rates in China and other emerging-market 
economies. These developments, combined with lower commodity prices, 
are expected to dampen inflation pressures. 


Commodity prices are projected to remain roughly 10 per cent below the 
levels anticipated at the time of the July Report. Steady demand from 
emerging-market economies and limited increases in supply should never- 
theless keep prices at levels that are relatively high by historical standards. 
Prices for non-energy commodities should stay close to current levels 
through 2013, with a rebound in metals prices offsetting a projected easing 
in the prices of agricultural products. Based on the latest futures curve, 
prices for West Texas Intermediate (WT]) crude oil are expected to move 
within a range of US$85 to US$89 per barrel until the end of 2013, down 
from a range of US$100 to US$103 at the time of the July Report (Chart 15). 
According to the latest futures curve, natural gas prices are projected to 
increase by about 1 per cent in 2012 and 13 per cent in 2013 as environ- 
mental standards encourage greater use of natural gas in the United States. 
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Chart 15: WTI oil prices are expected to remain relatively stable 
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* Spot price for crude oil (21 October 2011) 
e Spot price for natural gas (21 October 2011) 
¢ Based on an average of futures contracts over the two weeks ending 21 October 2011 


Note: Values for crude oil and natural gas prices in October 2011 are estimates based on the average daily 


spot prices up to 21 October 2011. 
Source: NYMEX 


THE GLOBAL ECONOMY 
BANK OF CANADA ® MONETARY POLICY REPORT ® OCTOBER 2011 


19 


Ms bie sep | * Hu Hf 
he Mo a A oe an ils iis yaa 
His) tM MMIII fea Die Tee LGA ki ‘ae AS ath ite ) 
a ) Tween 4g Ware Paes ar nh WG " byl petit ‘yeu aah 


' j eee 0) ” M3 i ¥ 
Tika Ne ddd a yba tah ibaa ae 
tl els if "¢ beet Gly model ee rey Patpoieranty oicsnee 
4 +8 io : sini vF fi Da ! ve 
; } Nd " af 
li ee ; r nn b : " } 
Rai A } pee if aa Ga bis ae th ie ae aa 
; ’ ou 175 tt : ? Rr ee) ee 
ey Coen we We 7 
' ‘ Bie vt 
ty 
ui ' A 
a LTR : 
7 ; 
- " j 
ie Bie Mi Ns 
Re Vantis CA ay Oe bgt yore’) hor Poel: a opm yt 
va i : i ne ' 
, { wre i Een , 
i 4 : » t 
ff ie pits t | 
“ if 
. LA ei itacdoeno nk 
jiu} a i 
4 VAT S| A d 
r : \ 4 
lade Tn YE TTR oi $ f . , 
vit yh, at? ss x ye ro 7 
ian i hie 
| eet in ane ur 
= rey J i 
te yy i] 
Pr be % § Fos eA Py P y) 4 ve a wet | i yy thy ai ni. sso +P os 
ri } i) 
: if vei e Ni gee 
} i i ey i AT 8 ae ~ 
i i i teal Rien, V4 
1 | ! ; Ly Beh at a ; 
j ; 
, h } is wi oat i * gil ‘ \ 
2 “1 \ OF i , : mi 
a fs a Vy | Lie bil ie 
| j 
‘ ! fi i ye i f? 
i a Va a i , \ 7 
+t i { rT 
i ft {aa 
Y f i H ms y i my ny f J} i * u 
‘ a } 
‘ tid Vi : vy ¥ bt be oe a) 1 on 
1 se A iy OY on . 
% 4 ota bcs Hi / ¥ wig i 460 
mls 44 4 ‘ale 
; , ff i pa ant} tit i Me i ie + y 
iV y) 1 Fs 7 7 a 
i) (er Pace aa: . Vo Oa cia! 
{ i } ipl ; L i } vA a AML aN 
ti r i th ‘ i 1 F } ' ‘ a 
ay it ! | j Th ove f eis" ae 
ad i \ ; F A Ves i) x a 
; < i J J vit: wie : 
; Le ‘ iy we A ity, weU j a) 1 pease cogs 
i Pale Wis: X SS aL Neat ae Bu Syd Bain SRR ATLA Pui At eat ty Dake e nt nee he On 
af’ i i : ~ 
3 ; F al Nek way nay 
y ; | Vad tri) i ty fi pit 
i ; i * r , ‘ : i 
} i ‘ ii ae TS . SAUCE ji Pia a 
i 2 rm ao} b 
} - * ‘ Jar 7 fl HT 
A ¢ Ay : ; 
j ii ; i | ay j @ * | 4 | : : 
: y \ : Pia! be ee i, | ne oe a val a tt ; 1 a tee \ iy 
. | | WR area we aa | A ae fog 
iif i ' vitrat Rath : aa | | fm x ih ly y ji Oe ve aay 
4 i ’ a j rt . aed. u ; Aah 9 7 aie 
a i ; rh i | H ? ‘ oh : if , , ve ny + | ie ¥ 
A ‘ia , ; ep / 
Tt : ae ij : UY bee pat yr ai ‘ or Le! 
4 ite Mt i WUT i ‘ee a ' ; Vv 


sminpaieen Bees rls aLsiatiecss tf ais aie ae mecrecitharielneeatiens 
” Hue ty Na ALS Y UF ne 


PE ee ere ar chides singe randall My ROE he 
‘ : Lye : Ay ee i ie) oe 


ls Milt M 


Oy ee ae Ay cite ain 
A i f i) ie ; fi i 
tr - ‘envy pe ma Li) aay ion aes ath ab nn ni ¥ A aii ea 


The Canadian Economy 


The economic outlook in Canada has weakened, reflecting the substantially 

downgraded outlook for the global economy. The weaker and more uncer- The Bank now projects slow growth in 
tain global economic and financial environment will affect the Canadian real GDP in Canada through mid-2012 
economy through financial, confidence and trade channels. As a result, 

compared with expectations in the July Report, the Bank now anticipates a 

more subdued profile for both final domestic demand and exports over the 

projection horizon. Overall, the Bank now projects slow growth in real GDP 

in Canada through mid-2012. Economic growth is expected to improve 

thereafter, in line with an improved global environment as uncertainty dis- 

sipates and confidence recovers. This base-case scenario assumes that 

the crisis in the euro area will be contained, although this assumption is 

clearly subject to downside risks. 


The weaker economic outlook implies greater and more persistent eco- 
nomic slack than anticipated in the July Report. As a result, core inflation is 
projected to be slightly softer than previously expected, declining through 
2012 before returning to 2 per cent by the end of 2013. The projection for 
total CPI inflation has also been revised down, reflecting a lower profile for 
world energy prices, as well as modestly weaker core inflation. Accordingly, 
total CPI inflation is expected to decline from its recent peak of over 3 per 
cent to around 1 per cent by mid-2012, before rising with core inflation to 
the 2 per cent target as excess supply in the economy is slowly absorbed. 


Recent Developments 


Economic Activity 


Economic growth in Canada stalled in the second quarter, owing largely to 

temporary factors. While the unwinding of these factors has led to a The underlying momentum in the 
rebound in economic activity in the third quarter, the underlying momentum economy has slowed 

in the economy has slowed. 


Reai GDP declined at an annual rate of 0.4 per cent in the second quarter, 
a weaker outcome than had been expected in the July Report, owing to a 
substantial deterioration in net exports (Chart 16). Exports declined mark- 
edly in the second quarter, reflecting softer foreign demand and ongoing 
challenges to Canadian competitiveness, as well as important temporary 
factors. These factors included the anticipated adverse impact of supply- 
chain disruptions resulting from the disasters in Japan earlier in the year, 
as well as other unanticipated disruptions that constrained activities in the 
energy sector. Imports continued to grow robustly in the second quarter, 
reflecting large increases in Canadian business investment in machinery 
and equipment and in inventories. 
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Growth in final domestic demand 
remained solid in the second quarter 


Business fixed investment continued to 
recover strongly 
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Chart 16: Growth in Canadian real GDP stalled in the second quarter as 
net exports plunged 
Contribution to annualized real GDP growth, quarterly data 
% 


-10 


2006 2007 2008 2009 2010 2011 
= Real gross domestic product == Real final domestic demand = == Net exports 
Source: Statistics Canada Last observation: 2011Q2 
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Growth in final domestic demand remained solid in the second quarter, with 
all its major components contributing to the increase. Consumer spending 
picked up after a very weak first quarter. The pace of growth in consump- 
tion remained subdued compared with that registered during the recovery, 
however, reflecting the adjustment to higher food and energy prices, as well 
as slower growth in personal disposable income. Growth in residential 
investment fell off sharply in the second quarter following a large increase in 
the first quarter, when some activity was pulled forward in advance of 
changes to the regulations for mortgage insurance. Business fixed invest- 
ment continued to recover strongly in the second quarter, including a tem 
porary boost from the purchase of a large natural gas platform. Government 
expenditures, incorporating spending from all levels of government, also 
continued to contribute to real GDP growth. 


The Bank estimates that economic growth rebounded to 2.0 per cent in the 
third quarter as the temporary factors that held back net exports in the 
second quarter unwound. Growth is expected to slip back in the fourth 
quarter, however, more accurately reflecting the underlying growth in the 
economy in an environment of lower confidence and heightened uncertainty. 


Potential Output Growth 


The Bank’s projection for the growth of potential output in Canada over the 
2011-13 period is little changed from the projection in the October 2010 
Report (Technical Box 2). Potential output growth is expected to increase 
from 1.6 per cent in 2011 to 2.1 per cent in 2013. The projection horizon has 
also been extended to 2014, when the growth of potential output is expected 
to be 2.2 per cent. As a result of the strong and sustained recovery in invest- 
ment spending, as well as efficiency gains, trend productivity is projected to 
improve as Canadian firms strive to adopt best practices in the face of com- 
petitive pressures. At the same time, demographic forces will continue to 
reduce the trend rate of growth of labour input. 
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Technical Box 2 


Revisions to Potential Output Growth 


Every October, the Bank reassesses the path for Table 2-A: Assumptions for the growth of potential 
potential output growth underpinning its economic output 
outlook. Potential output represents the level of 2011 2012 | 2013 
goods and services that the economy can produce ie eoiiae ane ee0s 8 
on a sustained basis without adding to inflation pres- —_—~ Potential output 
sures. Potential output growth can be thought of as + 

é rend labour 
the sum of the growth rates of trend labour input and _ productivity 
trend labour productivity. 


Trend labour input 
The growth rate of potential output is expected to 


increase gradually, from 1.6 per cent in 2011 to Figures in parentheses correspond to the October 2010 scenario. 
2.2 per cent in 2014 (Table 2-A). This upward trend is 
driven by a continued improvement in the growth of 
trend labour productivity, which is expected to be 
partly offset by a slowing in the growth of trend labour 
input over the 2011-14 period. 


Owing to demographic factors, the growth rate of 
trend labour input over the projection horizon is 
expected to moderate from 0.9 per cent in 2011 

to 0.7 per cent in 2014. This slowdown is driven 
The projected improvement in the growth of trend by a deceleration in the growth of the working-age 
labour productivity is supported by the sustained population, which continues throughout 2014 
recovery in investment spending, based on the and beyond. 

relatively low cost of imported investment goods 
associated with the strong Canadian dollar, and by 
international competitiveness pressures. Enhanced 
competition also leads to efficiency gains as 
Canadian firms adopt best practices and catch up 
with changes in technology.’ The Bank estimates 
growth in trend labour productivity of 0.7 per cent in 
2011, rising to 1.5 per cent by 2014. 


These broad forces were incorporated into the Bank’s 
projection for potential output in October 2010. 
Potential output growth in 2011 has been revised 
down slightly, reflecting incoming data on produc- 
tivity. The current projection for potential output 
growth over the 2012-13 period is, however, similar to 
that in October 2010. In 2014, a continued pickup in 
trend labour productivity is expected to offset the 
slower growth in trend labour input, leading to a fur- 


1 This view is supported by results from the Bank of Canada’s Business ther increase in the growth rate of potential output 


Outlook Surveys. 


Estimated Pressures on Capacity 


Various indicators suggest greater economic slack in recent months. The 

level of real GDP has been markedly lower in the second and third quarters Various indicators suggest greater 
than the Bank had projected, suggesting that the output gap in the third economic slack in recent months 
quarter was considerably wider than anticipated in July. The Bank’s conven- 

tional measure of the output gap continues to suggest a more modest degree 

of slack, but has also widened noticeably from -0.5 per cent in the first 

quarter to -1.0 per cent in the third quarter (Chart 17). Key labour market 

indicators, such as the unemployment rate and the proportion of involuntary 

part-time workers (Chart 18), as well as the below-average proportion of 

firms reporting labour shortages in the Bank’s autumn Business Outlook 

Survey (available on the Bank’s website under Publications and Research > 

Periodicals > BOS Autumn 2011), point to material excess capacity. In addi- 

tion, the Bank’s autumn survey found that the proportion of firms indicating 

that they would have difficulty responding to an unexpected increase in 

demand had diminished noticeably in comparison with the previous survey, 

although it remained near its historical average. 
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The Bank judges that the economy was 
operating at about 1 1/4 per cent below 
its production capacity in the third 
quarter of 2071 
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Chart 17: Capacity pressures have eased in recent months 
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. Response to Business Outlook Survey question on capacity pressures. Percentage of firms 
indicating that they would have either some or significant difficulty meeting an unanticipated increase 
in demand/sales. 

. Response to Business Outlook Survey question on labour shortages. Percentage of firms reporting 
labour shortages that restrict their ability to meet demand. 

_ Difference between actual output and estimated potential output from the Bank of Canada’s conven- 
tional measure. The estimate for the third quarter of 2011 (indicated by *) is based on a projected 
increase in output of 2.0 per cent (at annual rates) for the quarter. 

Source: Bank of Canada 


Last observation: 2011Q3 
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Chart 18: Key indicators suggest significant slack in the labour market 


Source: Statistics Canada 
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On balance, the Bank judges that the economy was operating at about 
1 1/4 per cent below its production capacity in the third quarter of 2011, 


a substantially larger degree of slack than the Bank had anticipated in July. 
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Inflation and the 2 Per Cent Target 


As anticipated in the July Report, core CPI inflation rose to 1.9 per cent in 

the third quarter from 1.6 per cent in the second quarter (Chart 19). Part of As anticipated in the July Report, core 
this increase reflects the dissipation of the HST effect on year-over-year CPI inflation rose to 1.9 per cent in the 
core inflation.* Core food price inflation was somewhat lower than had been third quarter 

anticipated in the July Report, but the impact on core inflation was offset by 

slightly larger than expected increases in the prices of some core services 

and clothing. Underlying inflation pressures remain contained, reflecting the 

persistence of excess supply in the economy and modest growth in labour 

compensation (Chart 20), along with the dampening effect from the past 

appreciation of the Canadian dollar. 


Total CPI inflation fell to 3.0 per cent in the third quarter from 3.4 per cent in 
the second quarter, as the impact of the introduction of the HST in July 
2010 on the year-over-year rate of inflation unwound. The drop in total CPI 
inflation was somewhat smaller than the Bank had projected in the July 
Report, owing largely to the firmness in gasoline prices despite recent 
declines in world energy prices, which in turn partly reflects an unusual 
divergence in the prices of different types of crude oil (Technical Box 3). 


Recent survey measures indicate that inflation expectations remain well 


anchored at the 2 per cent target. The October Consensus Economics fore- Recent survey measures indicate that 
cast for total CPI inflation was 1.9 per cent in 2012. As reported in the Bank’s inflation expectations remain well 
autumn Business Outlook Survey, 88 per cent of firms expect average infla- anchored at the 2 per cent target 


tion over the next two years to remain within the 1 to 3 per cent inflation- 
control range. Market-based measures of longer-term inflation expectations 
also remain consistent with the 2 per cent inflation-control target. 


Chart 19: Total CPI inflation is being boosted by food and energy prices 


Year-over-year percentage change, monthly data 
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a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 
Source: Statistics Canada Last observation: September 2011 
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3 The introduction of the HST in Ontario and British Columbia in July 2010 has had a dampening effect, 
amounting to 0.3 percentage points, on core inflation through tax refunds passed on by businesses. 
This effect was smaller than the direct positive effect of the introduction of the HST, which is reflected 
in total CPI inflation, and resulted in a boost to total inflation beginning in the third quarter of 2010. 
Both of these temporary effects unwound in the third quarter of 2011, pushing core inflation up and 
total inflation down. 
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Technical Box 3 


The Relationship Between Crude Oil and Gasoline Prices 


The price of gasoline at the pump is composed of 
the cost of crude oil, taxes and the profit margins of 
refiners and retailers. Of these, the cost of crude oil 
is generally the most significant factor driving varia- 
tions in the price of gasoline. While the petroleum 
refined in Canada comes from different grades of 
crude oil, the price of West Texas Intermediate 
(WTI),’ the main U.S. benchmark, has historically 
been a good proxy for the crude costs of Canadian 
refineries, closely tracking fluctuations in Canadian 
gasoline prices. 


Since the beginning of 2011, however, the price of 
gasoline in Canada has increased by more than the 
price of WTI, on net, and has largely failed to decline 
in conjunction with the sharp drop in the price of WTI 
since the spring (Chart 3-A). In September 2011, 
gasoline prices were about 20 per cent higher than 
their historical relationship with WTI would suggest, a 
difference amounting to an additional 1.2 per cent on 
the levei of total CPI.” This can be explained by a 
combination of structural factors, taxes and changes 
in profit margins, as discussed below. 


Depending on their location, Canadian refineries 
acquire different blends of crude oil. While refineries 
in Central Canada use a high concentration of 
crude oil that is priced off WTI, refineries on either 
coast make much greater use of other grades of 
crude oil that are priced off Brent, which is the main 
benchmark outside of North America. At the 
national level, refineries in Canada use roughly 
equal proportions of crude oil priced off WTI and 
Brent, on average.® Historically, the relative use of 
these two types of crude did not matter in deter- 
mining the average cost of crude oil for Canadian 
refiners, since the prices of the two crudes tracked 
closely together. 


However, since the beginning of the year, WTI has 
traded at a growing discount relative to Brent 

(Chart 3-B), as a result of an excess supply of oil 
accumulating at Cushing (Oklahoma). The current 
price of WTI is US$87, compared with US$109 for 


4 There were deviations from this historical relationship during 2005-07 
as a result of some refinery disruptions, including those stemming 
from Hurricane Katrina. 


2 This includes a boost of 0.2 percentage points, owing to the impact on 
the level of national gasoline prices of the introduction of the HST in 
Ontario. 


3 Based on data from the Canadian Association of Petroleum Producers 
regarding the capacity of refiners 
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Chart 3-A: In 2011, gasoline prices have been much 
stronger than the WTI benchmark would suggest 


Index: 2002 = 100, monthly data 
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«== CP| gasoline price == Where gasoline prices would be, according 
to their historical relationship with WTI 


a. Fitted values obtained from regressing CPI gasoline prices on WTI 
(Can$) over the 2000-10 sample period 
Sources: Statistics Canada 


and Bank of Canada calculations Last observation: September 2011 


Chart 3-B: Brent has diverged from WTI in 2011 
Monthly data 
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(continued) 
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Technical Box 3 (continued) 


The Relationship Between Crude Oil and Gasoline Prices 


Brent, a discount several times larger than has 
been typical historically. In this context, the crude 
costs paid by Canadian refineries have, on average, 
been higher than those implied by WTI. Partly as a 
result, gasoline prices in Canada have remained 
relatively elevated at the national level. Taxes and 
profit margins have also played a role (Chart 3-C). 


Chart 3-C: Since the beginning of the year, the growing 
gap between gasoline prices and WTI can be attributed 
to changes in both crude costs and profit margins 
Contribution of various factors to the gap between actual gasoline prices 
and those implied by their historical relationship with WTI, monthly data 
Percentage points 
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and retailers 


Note: Calculations performed under the assumption that the mix of 
petroleum refined in Canada is priced off WTI at 57 per cent and off 
Brent at 43 per cent 

Sources: Statistics Canada, Commodity Research Bureau and 

Bank of Canada calculations Last observation: September 2011 


Different regions of the country have been affected 
to varying degrees, however, reflecting differences 
in both the blends of crude oil used by refiners and 
the responses of their profit margins. 


Based on oil-price futures, the discount on WTI 
relative to Brent is expected to persist for a few more 
years (Chart 3-D). Canadian crude costs are thus 
expected to remain persistently elevated relative to 
WTI, which affects the projection for gasoline prices 
and the total CPI. 


Chart 3-D: Financial markets are pricing the closing 
of the Brent-WTI gap only in 2016 
Monthly data 
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* Based on an average of futures contracts over the two weeks ending 
21 October 2011 
Sources: Commodity Research Bureau and Bloomberg 


THE CANADIAN ECONOMY we} 


BANK OF CANADA ® MONETARY POLICY REPORT ® OCTOBER 2011 


The aggregate supply and price of 
credit in Canada remain very stimulative 


As anticipated, the growth of house- 
hold credit has slowed to a rate below 
its historical average 


Chart 20: Wage growth remains modest 


Effective annual increase in base wage rates for newly negotiated settlements, 
quarterly data 


0 
2005 2006 2007 2008 2009 2010 2011 
«m= Private sector «=== Public sector === Average hourly earnings of 
wage settlements wage settlements permanent workers (year-over- 


year percentage change) 


Note: The 2011Q3 numbers for wage settlements in the private and public sectors are 
the average of July and August data. 
Sources: Statistics Canada and Human Resources and Skills Development Canada Last observation: 2011Q3 


Canadian Financial Conditions 


The aggregate supply and price of credit to businesses and households in 
Canada remain very stimulative (Chart 21), providing important ongoing 
support to the economic expansion. Canadian banks remain well positioned 
to lend, owing to their strong financial positions and relatively low funding 
costs. Results from the Business Outlook Survey suggest that the terms 
and conditions for firms obtaining financing from financial institutions have 
eased further in recent months, particularly for small and medium-sized 
businesses. This was consistent with the Bank’s Senior Loan Officer Survey 
for the third quarter of 2011 (available on the Bank’s website under 
Publications and Research > Periodicals > SLOS 2011Q3), which also indi- 
cated a further easing in lending conditions (Chart 22), mainly reflecting 
competition among lenders. 


Overall financial conditions in Canada have tightened slightly since the July 
Report, however, as conditions in capital markets have deteriorated. 
Increased risk aversion, heightened volatility and weaker growth expecta- 
tions across global markets have weighed on capital market conditions in 
recent months. While Canadian government bond yields have declined 
substantially, corporate spreads have widened and market access has 
tightened for less-creditworthy borrowers. In addition, the S&P/TSX 
Composite Index has fallen by more than 15 per cent from its peak in April 
2011. As a result, the volume of bond and equity issuance has diminished 
noticeably compared with earlier in the year. 


Reflecting the ongoing recovery in business investment, growth in total 
business credit has remained solid in recent months. 


As anticipated, the growth of household credit has slowed to a rate below 
its historical average in recent months with the passing of the temporary 
factors that boosted the demand for residential mortgage credit in the first 
quarter (Chart 23). These factors include the lagged effects of the surge 
in sales of existing homes in the fourth quarter of last year, as well as 
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Chart 21: Borrowing costs for households and businesses remain at 
exceptionally low levels 
Weekly data 
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-— Effective business interest rate = Effective household interest rate 


Note: For more information on these series, see <http://credit.bankofcanada.ca/financialconditions>. 
Source: Bank of Canada calculations Last observation: 21 October 2011 


Chart 22: Survey results suggest that credit conditions for Canadian 
non-financial firms eased further in 2011Q3 
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— Overall business-lending conditions from the Senior Loan Officer Survey 
lM Overall credit conditions from the Business Outlook Survey® 


a. Weighted percentage of surveyed financial institutions reporting tightened credit conditions minus the 
weighted percentage reporting eased credit conditions 

b. Percentage of firms reporting tightened credit conditions minus the percentage reporting eased credit conditions 

Source: Bank of Canada Last observation: 2011Q3 


some pulling forward of activity related to changes to mortgage insurance 
regulations. 


Growth in the narrow monetary aggregates has rebounded in recent 
months, implying some reintensification of liquidity preference as uncer- 
tainty has risen. Growth in the broader M2++ aggregate has, however, 
remained moderate in recent months, continuing to suggest subdued 
inflation pressures ahead. 
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Chart 23: The growth of business credit remains solid while that of household 
credit has slowed to a rate below its historical average 
3-month percentage change (at annual rates) 


2007 2008 2009 2010 2011 
«=m= Total business credit «= Total household credit 
--- Historical average of business credit | --- Historical average of household credit 
growth from 1992 to present growth from 1992 to present 
Source: Bank of Canada Last observation: August 2011 


Exchange Rate 


The Canadian dollar has averaged around 99 cents U.S. since the September 
fixed announcement date, which is below the level of 103 cents U.S. assumed 
in the July Report. The Canadian-dollar effective exchange rate index (CERI) 


has depreciated by an amount similar to the exchange rate with the United 
States (Chart 24). 
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Chart 24: The Canadian dollar has declined since the July Report 
Daily data 
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Outlook for the Canadian Economy 


The Bank’s base-case projection incorporates the following key assumptions: 
a Canada/U.S. exchange rate averaging 99 cents U.S.; energy prices in line 
with recent futures prices; prices for non-energy commodities remaining at 
elevated levels; and heightened uncertainty and relatively volatile global finan- 
cial conditions persisting through mid-2012, before improving gradually. 


Aggregate Demand and Supply 


The Bank now sees the Canadian economy growing slowly through mid- 
2012, after which growth is projected to improve. This projection assumes 
that the crisis in Europe will be contained, leading to reduced uncertainty 
and a gradual return of confidence (Table 2 and Chart 25). On an average 
annual basis, real GDP is projected to grow by 2.1 per cent in 2011 and 

1.9 per cent in 2012, while growth in 2013 is expected to pick up temporarily 
above the rate of potential (to 2.9 per cent). This growth profile implies that 
the economy is now projected to return to full capacity by the end of 2013. 


This base-case projection for the Canadian economy is weaker than in the 
July Report, with the significantly less-favourable external environment 
affecting Canada through financial, confidence and trade channels. Domestic 
demand is expected to remain the principal driver of growth over the projec- 
tion horizon (Chart 26), although at a more subdued pace than previously 
anticipated. Household expenditures are now projected to grow relatively 
modestly, as lower commodity prices and heightened volatility in financial 
markets weigh on the incomes, wealth and confidence of Canadian house- 
holds (Chart 27). Business fixed investment is still expected to grow solidly in 
response to very stimulative financial conditions and heightened competitive 
pressures, although it will be dampened by the weaker and more uncertain 
global economic environment. The projected profile for Canadian exports has 
also been revised down, reflecting the lower level of foreign economic activity. 
Net exports are expected to remain a source of weakness, owing to sluggish 
foreign demand and ongoing competitiveness challenges, including the per- 
sistent strength of the Canadian dollar. 


Table 2: Contributions to average annual real GDP growth 
Percentage points?* 


Consumption 


Housing 


Government 


Business fixed investment 1.4 (1.6) 
Subtotal: Final domestic demand 47 (4. : 2.8 (2.9) 


Exports 1.8 (1.8) TP (he) 
Imports -4.0 (-4.0) -2.1 (-1.7) 


Subtotal: Net exports 0.2 (0.3) 0.1 (0.1) 
Inventories 0.2 (0.3) -0.1 (-0.1) 0.0 (0.0) 
GDP 1.9 (2.6) 2.9 (2.1) 
Memo items: 
Potential output 2.1 (2.1) 
Real gross domestic income (GDI) Pere 3.6 (2.2) 


a. Figures in parentheses are from the base-case projection in the July 2011 Monetary Policy Report. 
Those for potential output are from Technical Box 2 in this Report. 
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projected to improve 
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external environment is affecting 
Canada through financial, confidence 
and trade channels 
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The Bank expects relatively modest 
growth in household expenditures over 
the projection horizon 


Chart 25: Real GDP growth is expected to pick up through 2012, resulting 
in a gradual absorption of excess supply 


2007 2008 2009 2010 2011 2012 2013 
=== Year-over-year percentage change (8 Quarter-over-quarter percentage 
in real GDP change in real GDP, at annual rates 
== Base-case projection WAN Base-case projection 


Sources: Statistics Canada and Bank of Canada projections 
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Chart 26: Domestic demand is projected to remain the primary driver 
of growth 
Contributions to real GDP growth 
Percentage points 
6 


-2 


-4 


2009 2010 2011 2012 2013 


i Consumption _—‘ Milf Business fixed investment __ Hill Net exports @ GDP 
82 Housing (is Government (4 Inventories 


Sources: Statistics Canada and Bank of Canada calculations and projections 
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The Bank expects relatively modest growth in household expenditures over 
the projection horizon, compared with both the rapid pace seen during the 
recovery and the outlook presented in the July Report. Lower commodity 
prices and heightened volatility in financial markets stemming from the 
weaker and more uncertain global economic outlook are projected to weigh 
on the wealth and confidence of Canadian households, resulting in a higher 
savings rate amid more moderate growth in personal disposable income 
than was projected in July (Chart 28). As a result, the Bank continues to 
expect a moderation in the upward trajectory of the household debt-to- 
income ratio. In this context, the Bank also continues to expect household 
expenditures as a share of the economy to decline gradually toward its 
historical average (Chart 29). 
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Chart 27: The less-favourable external environment is affecting Canada partly through 
lower commodity prices, which depress real gross domestic income 
Year-over-year percentage change in real GDI, quarterly data 


2007 2008 2009 2010 2011 2012 2013 
== October 2011 Monetary Policy Report === July 2011 Monetary Policy Report 


Sources: Statistics Canada and Bank of Canada projections 


Chart 28: Growth in personal disposable income is expected to moderate 
over the projection horizon 
Percentage change, annual data 


2000 2002 2004 2006 2008 2010 2012 


= — Labour and investment income § == Personal disposable income 


Sources: Statistics Canada and Bank of Canada calculations and projections 


As in July, business fixed investment is expected to continue to grow solidly 
over the projection horizon, with considerable scope remaining to make up Business fixed investment is expected 
for the unusually sharp decline experienced during the recession (Chart 30). to continue to grow solidly 

The outlook for investment continues to be underpinned by the solid financial 

positions of Canadian firms, favourable credit conditions and relatively high 

commodity prices, as well as the impetus to improve productivity in response 

to heightened pressures to become more competitive. However, a somewhat 

more subdued profile than had been anticipated for the growth of business 

fixed investment is expected over the near term, reflecting the effects on 

confidence from the uncertain economic outlook, as well as lower but still 

elevated commodity prices. This projection for business investment is con- 

sistent with the Bank’s autumn Business Outlook Survey, which showed that 

investment intentions remain strong, albeit slightly less so than in previous 
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Chart 29: The share of household expenditures in GDP is expected to decline 
gradually toward its historical average 
Quarterly data 
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Sources: Statistics Canada and Bank of Canada calculations and projections 
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Chart 30: Business fixed investment is projected to remain robust 


Comparison of real business fixed investment across economic cycles; 
quarter before the downturn in real GDP = 100, quarterly data 


Quarterly peak before 
the downturn in real GDP 


before the é after the 
| downturn downturn 


—- 1981-82 cycle ==1990-92cycle == Current cycle 


Sources: Statistics Canada and Bank of Canada calculations and projections 


surveys, as some firms indicated a more cautious approach to their capital 
spending plans and a possible postponement of projects, given the uncer- 
tainty in the current environment. 


The Bank’s base-case projection assumes that the contribution of govern- 
ment spending to real GDP growth will be negative through the balance of 
2011 and into 2012, consistent with the previously announced unwinding of 
fiscal stimulus. The profile for government expenditures has been adjusted 
upward from the July Report, incorporating the latest national accounts 
estimates and information from all levels of government. 
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Canadian exports are now projected to be weaker than anticipated in the July 

Report, owing to the significantly weaker outlook for foreign demand. Net exports are expected to remain a 
Nonetheless, the Bank continues to expect modest growth in exports over source of weakness 

the projection horizon, owing to the upward trajectory of U.S. activity, the 

composition of which is still projected to shift in a relatively favourable 

manner for Canadian exporters.* Imports are expected to grow modestly over 

the projection horizon, largely reflecting the adverse consequences of the 

unsettled global economic and financial environment for domestic demand in 

Canada. Overall, net exports are expected to remain a source of weakness. 


The Projection for Inflation 


The Bank expects core inflation to remain close to 2 per cent in the near 
term, as anticipated in the July Report, before declining through 2012 as 
considerable economic slack persists and food price inflation slows. Core 
inflation is then expected to return to 2 per cent by the end of 2013 as 
excess supply in the economy is slowly absorbed, the growth of labour 
compensation increases modestly and inflation expectations remain well 
anchored (Table 3 and Chart 31). This profile for core inflation is slightly 
softer than was anticipated in the July Report, reflecting the weaker outlook 
for the Canadian economy. 


Total CPI inflation is projected to continue to fall in coming quarters, 

reflecting the gradual impact on gasoline prices of lower oil prices. Total CPI Total CPI inflation is projected to drop 
inflation is projected to drop to around 1 per cent by the middle of 2012 to around 1 per cent by the middle of 
before rising with core inflation to the 2 per cent target by the end of 2013. 2012 before rising with core inflation to 
This return to target is somewhat later than had been anticipated in the July the 2 per cent target by the end of 2013 
Report, owing to the downward revision to core inflation and to the lower 

profile assumed for world commodity prices. 


Chart 31: Total CPI inflation in Canada is projected to fall temporarily near 
1 per cent in mid-2012, reflecting the recent decline in world oil prices 
Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 2011 2012 2013 
=—— Total CPI —— Core CPI@ == Total CPI excluding effects of the HST and 
~-= Base-case --- Base-case changes in other indirect taxes 
projection projection === Base-case projection for total CPI excluding 
Controlrange === Target effects of the HST and changes in other 


indirect taxes 


a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on 
the remaining components 
Sources: Statistics Canada and Bank of Canada calculations and projections 


4 The Bank continues to project that U.S. demand growth will be more concentrated in components such 
as business fixed investment and residential investment, which incorporate a relatively high degree of 
Canadian export content. 
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Table 3: Summary of the base-case projection for Canada? 


2010 2011 
Q4 Qi Q2 Q3 


Real GDP (quarter-over-quarter 
percentage change at annual 
rates) 


Real GDP (year-over-year 
percentage change) 


Core inflation (year-over-year 
percentage change) 


Total CPI (year-over-year 
percentage change) 


Total CPI excluding the effect of 
the HST and changes in other 
indirect taxes (year-over-year 
percentage change) 


WTI (ievel) 


a. Figures in parentheses are from the base-case projection in the July 2011 Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the two weeks ending 
21 October 2011 


Chart 32: Projection for core CPI inflation Chart 33: Projection for total CPI inflation 
Year-over-year percentage change, quarterly data Year-over-year percentage change, quarterly data 


1 3 
2 
4 
0 0 
-1 =4 
-2 -2 
2010 2011 2012 2013 2010 2011 2012 2013 
== Base-case scenario i) 50 per cent confidence interval «=~ Base-case scenario #2 50 per cent confidence interval 
i) 90 per cent confidence interval 90 per cent confidence interval 
Source: Bank of Canada Source: Bank of Canada 
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This projection includes a gradual reduction in monetary stimulus over the 
projection horizon, consistent with achieving the inflation target. 


The uncertainty surrounding the Bank’s inflation projection is illustrated 
using fan charts. Chart 32 and Chart 33 depict the 50 per cent and 90 per 
cent confidence bands for year-over-year core inflation and total CPI infla- 
tion from the fourth quarter of 2011 to the end of 2013.° 


5 Technical details on the construction of the fan charts are available on the Bank’s website; key word 
search: fan charts. 
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Risks to the Outlook 


The inflation outlook in Canada is subject to several significant risks. In par- 
ticular, the Bank’s projection assumes that authorities in Europe are able to 
contain the ongoing crisis, although this assumption is clearly subject to 
downside risks. 


The three main upside risks to inflation in Canada relate to the possibility of 
stronger-than-expected inflationary pressures in the global economy, 
stronger momentum in Canadian household spending, and the possibility of a 
faster-than-expected rebound in business and consumer confidence. 


@ Global inflationary pressures could be more persistent than currently 
projected if growth in emerging-market economies does not decelerate to 
more sustainable levels or if potential output in advanced economies is 
lower than projected. 


@ There could be stronger-than-expected momentum in household expendi- 
tures in Canada. With very stimulative financing conditions, borrowing 
could grow at a faster pace than anticipated. 


@ Uncertainty about the resolve of policy-makers to address challenges and 
mounting concern about future economic prospects are having a marked 
effect on global economic activity. More decisive policy action in the major 
advanced economies than currently anticipated could lift confidence more 
rapidly than currently projected. 


The three main downside risks to inflation in Canada relate to sovereign debt 
and banking concerns in Europe, the increased probability of a recession in 
the U.S. economy, and the possibility that growth in household spending 
could be weaker than projected. 


@ Failure to contain the crisis in Europe is the most serious risk facing the 
global and Canadian economies. The effects on Canada through financial, 
confidence and trade channels would be substantial, given the size and 
importance of the euro area. 


™@ Economic growth in the United States through the first half of 2011 slowed 
to levels that in previous periods often preceded a recession. A U.S. 
recession would have material consequences for growth and inflation in 
Canada, given the tight trade and financial links between the two countries. 


@ High household debt levels in Canada could lead to a sharper-than- 
expected deceleration in household spending. Relatedly, if there were a 
sudden weakening in the Canadian housing sector, it could have sizable 
spillover effects on other areas of the economy. 


Overall, the Bank judges that the risks to the inflation outlook in Canada are 
roughly balanced over the projection horizon. 
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Bank of Canada Publications 


Unless noted otherwise, all publications are available in print and on the Bank’s website: www.bankofcanada.ca 


Monetary Policy Report (January, April, July and October) 
Financial System Review (June/December) 


Bank of Canada Review (quarterly; see website for 
subscription information) 


Business Outlook Survey (January, April, July and October) 
Senior Loan Officer Survey (January, April, July and October)" 
Speeches and Statements by the Governor* 

Bank of Canada Banking and Financial Statistics (monthly) 
Weekly Financial Statistics (published each Friday)" 


Renewal of the Inflation-Control Target: Background 
information 


Annual Report 


* Available only on the Bank’s website 


A History of the Canadian Dollar 
James Powell (available at Can$8 plus applicable taxes) 


Conference Proceedings 

Conference volumes published up to and including April 2005 
are available in print and on the Bank’s website. Print copies 
can be purchased for Can$15 plus applicable taxes. Papers and 
proceedings from Bank of Canada conferences, seminars and 
workshops held after April 2005 are now published exclusively 
on the Bank’s website. 


Technical Reports, Working Papers and Discussion Papers* 
Technical Reports, Working Papers and Discussion Papers are 
usually published in the original language only, with an abstract 
in both official languages. Discussion Papers deal with finished 
work on technical issues related to the functions and policy- 
making of the Bank. They are of interest to specialists and other 
central bankers. 
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This text is a commentary of the Governing Council of the Bank of Canada. It presents the Bank’s 
outlook based on data received up to 21 October 2071. 


The global economy has slowed markedly as sev- 
eral downside risks to the projection outlined in 
July have been realized. Financial market volatility 
has increased and there has been a generalized 
retrenchment from risk-taking across global mar- 
kets. The combination of ongoing deleveraging by 
banks and households, increased fiscal austerity, 
and declining business and consumer confidence 
is expected to restrain growth across the advanced 
economies. The Bank now expects that the euro 
area—where these dynamics are most acute—will 
experience a brief recession. The Bank’s base- 
case scenario assumes that the euro-area crisis will 
be contained, although this assumption is clearly 
subject to downside risks. In the United States, 
diminished household confidence, tighter financial 
conditions and increased fiscal drag are expected 
to result in weak real GDP growth through the first 
half of 2012, before growth strengthens gradually 
thereafter. In Japan, reconstruction activity is pro- 
jected to boost growth over 2012-13, although 
Japan’s economy will be constrained by reduced 
global activity and the sharp appreciation of the 
yen. Growth in China and other emerging-market 
economies is projected to moderate to a more 
sustainable pace in response to weaker external 
demand and the lagged effects of past policy 
tightening. These developments, combined with 
recent declines in commodity prices, are expected 
to dampen global inflationary pressures. 


The outlook for the Canadian economy has weak- 
ened since July, with the significantly less favour- 
able external environment affecting Canada through 
financial, confidence and trade channels. Although 


Highlights 


e The global economy has slowed markedly 
since July. 


e The outlook for the Canadian economy has 
weakened since July, with the significantly 
less favourable external environment affecting 
Canada through financial, confidence and 
trade channels. 


e The Canadian economy is projected to 
expand by 2.1 per cent in 2011, 1.9 per cent in 
2012 and 2.9 per cent in 2013. 


e The Canadian economy is expected to return 
to full capacity by the end of 2013. Total CPI 
inflation is expected to trough around 1 per 
cent by the middle of 2012 before rising with 
core inflation to the 2 per cent target by the 
end of 2013. 


¢ On 7 September and 25 October, the Bank 
maintained the target for the overnight rate at 
1 per cent. 


Canadian growth rebounded in the third quarter 
with the unwinding of temporary factors, under- 
lying economic momentum has slowed and is 
expected to remain modest through the middle of 
next year. Domestic demand is expected to remain 
the principal driver of growth over the projection 
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horizon, though at a more subdued pace than 
previously anticipated. Household expenditures 
are now projected to grow relatively modestly as 
lower commodity prices and heightened volatility 
in financial markets weigh on the incomes, wealth 
and confidence of Canadian households. Business 
fixed investment is still expected to grow solidly in 
response to very stimulative financial conditions 
and heightened competitive pressures, although it 
will be dampened by the weaker and more uncer- 
tain global economic environment. Net exports are 


Projection for global economic growth 


expected to remain a source of weakness, owing to 
sluggish foreign demand and ongoing competitive- 
ness challenges, including the persistent strength of 
the Canadian dollar. 


Overall, the Bank expects that growth in Canada will 
be slow through mid-2012 before picking up as the 
global economic environment improves, uncertainty 
dissipates and confidence increases. The Bank pro- 
jects that the economy will expand by 2.1 per cent in 
2011, 1.9 per cent in 2012 and 2.9 per cent in 2013. 


Share of real Projected growth (per cent)? 
global GDP? 
(per cent) 2010 2011 2012 2013 
United States 20 3.0 (2.9) 1.7 (2.4) ‘let (52) CLS} (8)) 
Euro area 15 let! (est) 11s) (20) 0.2 (1.6) 5 (1.9) 
Japan 6 4.0 (4.0) -0.6 (-0.6) 2.0 (2.9) 2.5 (3.0) 
Ti 

China 13 10.4 (10.3) 9.1 (9.3) 8.2 (8.6) 8.2 (8.1) 
Rest of the world S(O 4.3 (4.2 3.3 (3.8) 3.4 (3.6) 


46 (5.5) (4.2) 
World 5A (5.0) 3.8 (3.9) 3.7 (3.9) 


a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country 


GDPs for 2010. Source: IMF, WEO, September 2011 


b. Numbers in parentheses are projections used for the July 2011 Monetary Policy Report. 


Source: Bank of Canada 


Summary of the base-case projection for Canada? 


Real GDP (quarter-over-quarter 
percentage change at annual 
rates) 


21 ) 21 ) 21 ) 


Real GDP (year-over-year 
percentage change) 


3.0 3.0 259 
(2.1) (2.1) (2.1) 


Core inflation (year-over-year 
percentage change) 


1.99 tS 20 
(2.0) | (2.0) | (2.0) 


Total CPI (year-over-year 
percentage change) 


fo) | 19") 20 
(2.0) | (2.0) | (2.0) 


Total CPI excluding the effect of 
the HST and changes in other 
indirect taxes (year-over-year 
percentage change) 


1.2.eii| pet-Gingley 20 
PMO ai Tea MGs 


WTI? (level) 


88 88 88 
(103) | (103) | (103) 


a. Figures in parentheses are from the base-case projection in the July 2011 Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of futures contracts over the two weeks ending 
21 October 2011 
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The weaker economic outlook implies greater 

and more persistent economic slack than previ- 
ously anticipated, with the Canadian economy now 
expected to return to full capacity by the end of 
2013. As a result, core inflation is expected to be 
slightly softer than previously expected, declining 
through 2012 before returning to 2 per cent by the 
end of 2013. The projection for total CPI inflation 


has also been revised down, reflecting the recent 
reversal of earlier sharp increases in world energy 
prices as well as modestly weaker core inflation. 
Total CPI inflation is expected to trough around 

1 per cent by the middle of 2012 before rising with 
core inflation to the 2 per cent target by the end of 
2013, as excess supply in the economy is slowly 
absorbed. 


Real GDP growth is expected to pick up through 2012, resulting 
in a gradual absorption of excess supply 


2007 2008 2009 2010 


—— Year-over-year percentage change 


in real GDP 
=== Base-case projection 


2011 2012 2013 


Ml Quarter-over-quarter percentage 


change in real GDP, at annual rates 


NNN Base-case projection 


Sources: Statistics Canada and Bank of Canada projections 


Total CPI inflation in Canada is projected to fall temporarily near 
1 per cent in mid-2012, reflecting the recent decline in world oil prices 
Year-over-year percentage change, quarterly data 


2007 2008 2009 2010 
—— Total CPI —— Core CPl@ 
--= Base-case --=- Base-case 
projection projection 
Controlrange === Target 


2011 2012 2013 


—— Total CPI excluding effects of the HST and 
changes in other indirect taxes 

~~~ Base-case projection for total CP! excluding 
effects of the HST and changes in other 
indirect taxes 


a. CPI excluding eight of the most volatile components and the effect of changes in 


indirect taxes on the remaining components 


Sources: Statistics Canada and Bank of Canada calculations and projections 


SUMMARY 
BANK OF CANADA ® MONETARY POLICY REPORT ® OCTOBER 2011 


3 


Several significant upside and downside risks are 
present in the inflation outlook for Canada. 


The three main upside risks to inflation in Canada 
relate to the possibility of stronger-than-expected 
inflationary pressures in the global economy, 
stronger momentum in Canadian household 
spending, and the possibility of a faster-than- 
expected rebound in business and consumer con- 
fidence, due to more decisive policy action in the 
major advanced economies. 


The three main downside risks to inflation in Canada 
relate to sovereign debt and banking concerns in 
Europe, the increased probability of a recession in 
the U.S. economy, and the possibility that growth 

in household spending could be weaker than 
projected. 


Overall, the Bank judges that these risks are roughly 
balanced over the projection horizon. 


Reflecting all of these factors, on 25 October, the 
Bank maintained the target for the overnight rate at 
1 per cent. With the target interest rate near historic 
lows and the financial system functioning well, there 
is considerable monetary policy stimulus in Canada. 
The Bank will continue to monitor carefully eco- 
nomic and financial developments in the Canadian 
and global economies, together with the evolution 
of risks, and set monetary policy consistent with 
achieving the 2 per cent inflation target over the 
medium term. 
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Unless noted otherwise, all publications are available in print and on the Bank’s website: www.bankofcanada.ca 


Monetary Policy Report (January, April, July and October) 
Financial System Review (June/December) 


Bank of Canada Review (quarterly; see website for 
subscription information) 


Business Outlook Survey (January, April, July and October) 
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Speeches and Statements by the Governor* 

Bank of Canada Banking and Financial Statistics (monthly)* 
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Renewal of the Inflation-Control Target: Background 
Information 


Annual Report 


* Available only on the Bank’s website 
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Conference Proceedings 

Conference volumes published up to and including April 2005 
are available in print and on the Bank’s website. Print copies 
can be purchased for Can$15 plus applicable taxes. Papers and 
proceedings from Bank of Canada conferences, seminars and 
workshops held after April 2005 are now published exclusively 
on the Bank’s website. 


Technical Reports, Working Papers and Discussion Papers* 
Technical Reports, Working Papers and Discussion Papers are 
usually published in the original language only, with an abstract 
in both official languages. Discussion Papers deal with finished 
work on technical issues related to the functions and policy 
making of the Bank. They are of interest to specialists and other 
central bankers. 


The Bank of Canada’s Monetary Policy Report is published quarterly in January, April, July and October. 


Print copies of the Report and the Summary may be obtained by contacting Publications Distribution, Communications Department, 


Bank of Canada, 234 Wellington St., Ottawa, Ontario, Canada K1A 0G9 


Telephone: 1 800 303-1282; email: publications@bankofcanada.ca; website: www.bankofcanada.ca 
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